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Innovations in Articles Three and Four of 
the Uniform Commercial Code 


Ricuarp Cosway* 
Reprinted with the permission of the author and the editors 
of Law anp Contemporary PROBLEMS 


The new uniform commercial code will soon be presented to all state legislatures 
and to the U.S. Congress for enactment into law. The enactment of this code 
repealing the Negotiable Instruments Law will have a profound effect on laws 


affecting negotiable instruments. Bankers and their attorneys will find Mr. Cosway’s 
article an excellent statement and analysis of the new law with which they soon 
must become acquainted. 





This article proposes to apprise the reader of the more significant 
innovations to be found in ‘Articles 3 (Commercial Paper) and 4 (Bank 
Deposits and Collections) of the Uniform Commercial Code! The 
plan followed is simple. First, an attempt will be made to state briefly 
some of the problems existing under the present Negotiable Instruments 
Law which warrant recodification. Second, an attempt will be made 
to indicate how the proposed Articles of the Uniform Commercial Code 
will solve those problems. Third, and finally, attention will be called to 
the changes to be found in the proposed Code which promise to be 
the most significant. Unfortunately, time and space do not permit a 
complete analysis of all the modifications to be found, since the changes 
in wording are legion. 


Concerning a need for a change, no serious contention can be made 
that the present situation is anything like the hotch-potch existing prior 
to the enactment of the Uniform Negotiable Instruments Law. The 
absolute need for uniform legislation was so clear that all of the states, 
territories, and possessions of the United States, including the District 
of Columbia, have adopted the Uniform Negotiable Instruments Law.” 
* AB. 1939, Denison University; LL.B. 1942, University of Cincinnati. Assistant Professor 
of Law, University of Cincinnati. 


1 Citations appearing in this article are based on the Spring, 1950 Proposed Final Draft 
of the Uniform Commercial Code, for Article $, and on the September, 1950 revisions of 
the Uniform Commercial Code for Article 4. 

26 Untrorm Laws ANNotatep 6 (Supp. 1950). 
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In general, that law has been a workable statute, producing an orderly 
solution to the problems arising in the field of bills and notes. 


Inertia compels the mind to tend to want to stick with an old statute, 
uniformly adopted, which has become familiar, rather than to scrap 
the old in favor of a new, untried and unfamiliar piece of legislation. 
It would seem that strong and compelling reasons would have to be 
adduced before one would be motivated to support such a change. Are 
there any such reasons? 


The concept of a commercial code, correlating laws respecting sales, 
negotiable instruments, bank collections, documents of title, security 
transactions, and other related commercial problems is an obvious step 
forward. Today, the statutes in these fields are not well integrated. 
Difficult problems of construction arise when interpretation of two 
uncoordinated statutes is involved.2 Divergent approaches exist among 
the various acts. Under the Negotiable Instruments Law, for example, 
paper which is bearer paper on its face remains negotiable by delivery, 
though specially indorsed;* while paper payable to order on its face, 
but indorsed in blank, may subsequently be controlled by a later special 
indorsement.5 Under the Uniform Sales Act,® the Uniform Bills of 
Lading Act,’ and the Uniform Warehouse Receipts Act,® no distinction 
is made between documents running to bearer on their face and docu- 
ments running to order and indorsed in blank. In both instances, a 
special indorsement may control the method by which the paper is 
thereafter to be negotiated. 


There is no inherent reason why different treatment in this regard 
should be given documents of title from that accorded money instru- 
ments, so the diversity in approach can only be explained by the his- 
torical accident that errors made in the first-written Negotiable Instru- 
ments Law were rectified in the later acts. 


A comparison of Section 7-501 of the Code with Section 3-204 will 
show that a uniform approach has been taken to both types of instru- 
ments. In both, the last indorsement controls, whether the paper is 
payable to bearer or payable to order on its face. This, of course, 
changes the common law rule,® and the rule of Negotiable Instruments 


3 See, e.g., Farm & Home Savings & Loan Ass’n of Missouri v. Stubbs, 281 Mo. App. 87, 
98 S. W. 2d 820 (1986), involving the Negotiable Instruments Law and the Bank 
Collection Code. 


4 NecotmasLz Instruments Law § 40. 
5 NecoTiaBLe InstruMENTS Law § 9(5). 
6§§28 and 29. 

7§§28 and 29. 

8§§37 and 38. 


® Smith v. Clarke, 1 Esp. 180, 170 Eng. Rep. 820 (N. P. 1794); Mitchell v. Fuller, 15 Pa. 
268, 53 Am. Dec. 594 (1850). 
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Law Section 40. The advantage gained is harmony among the various 
‘ types of documents. In addition, the rule adopted seems to accord 
with business custom in treating in the same fashion paper which had 
been rendered bearer paper by a blank indorsement as that which is 
bearer paper on its face. A policy argument could be made that to 
permit paper which is issued as bearer paper to be converted into order 
paper by a special indorsement is to modify the contract made by the 
maker or drawer, and thereby subject him to the added risk of forged 
indorsement which he didn’t contemplate.1° The desirability of per- 
mitting an owner of paper to control its negotiation and thereby pre- 
serve his property rights in the paper seems to outweigh that policy. 
At any event, the need for similarity of treatment in the various acts 
is patent and has been met." 


A second troublesome factor in the Negotiable Instruments Law is 
that statute’s narrow requirement that, “An instrument to be negotiable 
must conform to the following requirements.”!2_ While it has been ably 
argued that this section does not forestall development of other forms 
of negotiable instruments,!* the effect of this restrictive language has 
been that, on occasion, the meaning of words has been strained in order 
to jam into the limits of the Negotiable Instruments Law bonds which 
contained provisions violating the plain meaning of that law.1* The 
courts were faced with a dilemma in many cases: either adhere to the 
letter of the law, thereby rendering non-negotiable many widely-held 
bonds, or stretch legal principles to permit declaration of negotiability 
of some doubtful instruments.'5 


The basic difficulty is that the large investment-securities market has 
developed for the most part since 1896, when the Negotiable Instru- 
ments Law was written. Though bonds were squeezed into the cover- 
age of the act by court decision, as the illustrations just cited show, 


10 BRANNAN, NEGOTIABLE INstRUMENTS Law ANNoTaATED 630 (Beutel, 7th ed. 1948); 
Palmer, Negotiable Instruments Under the Uniform Commercial Code, 48 Micu. L. Rev. 
255, 275 (1950). 

11 It will be apparent that the analysis of § §9(5) and 40 of the Negotiable Instruments 
Law here made is extremely simplified. Other interpretations of these two sections are 
available. 

12 Necot1aBLe InstruMENTS Law § 1. 

13 Beutel, Negotiability by Contract, 28 Inu. L. Rev. 205 (19388). 

14See Brirton, Bus ann Notes $17 (1943). 

15 Two illustrations must suffice. In Enoch v. Brandon, 249 N. Y. 268, 164 N. E. 45, 46 
(1928), bonds were declared negotiable, even though they contained a recitation of a 
securing mortgage “to which reference is hereby made for a description of the property 
mortgaged and pledged, the nature and extent of the security, the rights of the holders 
of the bonds with respect thereto, the manner in which notice may be given to such 
holders, and the terms and conditions upon which said bonds are issued and ha 
In Hibbs v. Brown, 190 N. Y. 167, 8@ N. E. 1108 (1907), a bond was held negotiable, 
though expressly payable only out of the assets of a partnership which had a corporate- 
sounding name. 
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and though the Negotiable Instruments Law itself makes one reference 
to securities, it seems doubtful whether a development which oc- 
curred after the statute was written should be held to be covered by 
the statute. Sensing this anachronism, the drafters of the Uniform 
Commercial Code have withdrawn investment securities into a separate 
Article, where they are treated differently from short-term obligations.'* 


There have been other developments since 1896, rendering inappro- 
priate certain requirements imposed by the Negotiable Instruments 
Law. Protest of an instrument drawn in New Jersey, payable in New 
York (or even Illinois or some more remote state), while appropriate 
in times when travel and communication were relatively slow and 
difficult, does not seem essential to modern practice. Some states have 
amended the Negotiable Instruments Law to change the definition of 
“foreign bills,” so as to make protest unnecessary for instruments 
drawn and payable within the United States.4* ‘Accordingly, the Code’ 
makes protest mandatory only in case of drafts which on their face 
appear to be drawn or payable outside of the states and territories of 
the United States and the District of Columbia. Acceptance for honor, 
which likewise is obsolete, is abolished by the Code.?° 


Indeed, certain defects in the Negotiable Instruments Law existed 
at the outset. Mention has already been made of the difficulties posed 
in construing Negotiable Instruments Law Sections 9(5) and 40. Other 
illustrations come readily to hand, but only one will specifically men- 
tioned at this point. By virtue of the operation of Negotiable Instru- 
ments Law Sections 36(3), 37 and 47, an indorsement from A, “To B 
in trust for C,” has been held to terminate negotiability with the result 
that B isn’t a holder in due course.” There are any number of sound 
reasons why an indorsee might want to take through an indorsement 
creating a trust for the benefit of a third person. An honest trustee 
might desire to hold all trust documents in that fashion, and that 
method of holding does not indicate that the indorsee gave no value 
for the instrument”? or that the taker isn’t a due course holder. It is 
submitted, therefore that Gulbranson-Dickinson Co. v. Hopkins®® pro- 
duces undesirable results and is wrong in policy; therefore, the Nego- 
tiable Instruments Law, which either required or certainly made easy 


16 NecoTsaBLe InstrumENTS Law §& 65 excludes from the warranty coverage of the law 
those persons “negotiating public or corporation securities.” 


17 § 8-108 of the Code provides: “This Article does not govern money, documents of - 
title or investment securities.” 


18 Ca. Crv. Copr § $210 (1947); Note, 21 So. Cauir. L. Rev. 178 (1948). 
19 § 3-501. 

20 § 8-410. 

21 Gulbranson-Dickinson Co. v. Hopkins, 170 Wis. $26, 175 N. W. 93 (1919). 
22 Hook v. Pratt, 78 N. Y. 371, 34 Am. Rep. 539 (1879). 

23 Supra note 21. : 
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that result, should be changed. The Code” will change the result of 
the Gulbranson-Dickinson case.*® 


Other illustrations of erroneous concepts which have developed under 
the present statute will be adverted to in the discussion of significant 
developments resulting from the adoption of the Code. Their repetition 
here is deemed not necessary to establish the argument that there are 
defects in the Negotiable Instruments Law. However, one defect of 
prime importance in demonstrating the need for a recodification is the 
lack of uniformity in the Uniform Negotiable Instruments Law. About 
$00 amendments have been made by various states to the law.2® Honesty 
requires an admission that this statistic overstates the argument, since 
most of the changes haven’t been of great significance, but the fact 
remains that even a cursory examination of the Negotiable Instruments 
Law as annotated by the Editors of Uniform Laws Annotated" will 
reveal some deviation in 116 of the 198 sections of the law. 


More significant, though, is the fact that courts have differed in the 
interpretation of sections uniformly worded.?® A compilation of the 
evidence to support this conclusion would be nothing other than a case- 
book for use in a course in Bills and Notes. Take but one illustration— 
the available interpretations of the effect of adding the words. “I assign 
the within note,” before a signature on the back of an instrument, or the 
words, “I assign my interest in the within note,” in the same position. 
Authority can be found that (1) this is a qualified indorsement,”® (2) this 
is a blank or special indorsement,®° (3) this isn’t an indorsement at all, 
or (4) the words aren’t a commercial indorsement so as to constitute a 
taker a due course holder, yet the writer of those words may be liable 
as an indorser.22 To terminate this diversity, the Code says: 


24 § § $-206, $-304(5) (e). 

25 § 3-206, Comment $8. Professor Athol Lee Taylor’s argument in Indorsements for 
Collection:—Under the Negotiable Instruments Law and the Uniform Commercial Code, 
1950 Wasn. U. L. Q. 55, 70 et seq. (1950) to the effect that the rule of the Gulbranson- 
Dickinson case has not been changed may have overlooked the possibility that value 
given either by the trustee or the beneficiary is sufficient to constitute value within the 
meaning of NecotiaBLe Instruments Law § 52. Stokes v. Riley, 121 Ill. 166, 171 11 
N. E. 877 (1887) shows this. 

26 James M. Ocpen, Tue Law or Necoriasie Instruments §7 (5th ed. 1947). 

27 § Untrorm Laws AnnotaTep (1943). 


28 Beutel, Problems of Interpretation Under the Negotiable Instruments Law, 27 Nes. 
Law Rev. 485 (1948); Leary, Some Clarifications in the Law of Commercial Paper Under 
the Proposed Uniform Commercial Code, 97 U. or Pa. L. Rev. 354 (1949). 


29 Marion National Bank v. Harden, 88 W. Va. 119, 97 S. E. 600 (1918); Evans v. 
Freeman, 142 N. C. 61, 54 S. E. 847 (1906). 

80 Fay v. Witte, 262 N. Y. 215, 186 N. E. 678 (1938); Copeland v. Burk, 59 Oklahoma 
219, 158 Pac. 1162 (1916). 

81 Aniba v. Yeomans, 89 Mich. 171 (1878); Gale v. Mayhew, 161 Mich. 96, 125 N. W. 
781 (1910). 

82 Carius v. Ohio Contract Purchase Co., 30 Ohio App. 57, 164 N. E. 284 (1998), 
criticized in 8 U. or Cin. L. Rev. 225 (1929). 
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Words of assignment, condition, waiver, guaranty, limitation or dis- 
claimer of liability and the like accompanying an indorsement do not 
affect its sufficiency for negotiation.** 

Here again, example can be added to example, but it will be assumed 
that illustrations can be selected from materials later in this article to 
bolster the argument presented. 

At this point, attention should be called to the second problem con- 
cerned in adoption of a recodification of the law governing bills and 
notes, namely, whether there is any reason to believe that the suggested 
statute can solve the existing problems without creating new difficulties. 
Although the answer is speculative, there are factors which will make 
possible a greater degree of uniformity (if uniformity comes in degrees) 
under the new Code than exists under existing statutes. To predict that 
the Code will be a panacea would be unduly optimistic, but an espousal 
of the Code requires some evidence that improvements will follow its 
adoption. These suggestions are offered. 

First of all, experience is a good teacher, and the current crop of 
statute drafters has had the advantage of 54 years of dealing under the 
Negotiable Instruments Law. Flaws in that law have been ferreted out, 
so the new Code can be written with an eye toward correcting previous 
mistakes. Throughout the comments to the various sections of the Code, 
evidence abounds that the writers are familiar with existing case law, 
and that the legislation is written with that case law in mind. Not infre- 
quently, the Code appears ridiculous unless the present status of the law 
is kept in mind. For example, observe the following provisions of the 
Code with respect to want or failure of consideration: 

Unless he has the rights of a holder in due course any person takes 
the instrument subject to: ... (b) all defenses of any party which 
would be available in an action on a simple contract; and (c) the 
defenses of want or failure of consideration, non-performance of any 
condition precedent, non-delivery, or delivery for a special purpose. . . .°4 
Clause (b) appears sufficiently broad to include the defenses of want 
or failure of consideration, and clause (c) consequently seems redundant. 
Nonetheless, in Section 3-408, the Code again declares: 

Want or failure of consideration is a defense as against any person 
not having the rights of a holder in due course... . 

The reader who challenges such a comprehensive coverage of so obvious 
a point is reminded of the fate of Negotiable Instruments Law Section 
28, which states: 

Absence or failure of consideration is matter of defense against any 

person not a holder in due course... . 


33 § 3-202 (4). 
34 § 8-306. 
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By weight of authority, absence and failure of consideration are thereby 
sufficiently clearly designated as defenses, so that the defendant would 
have the burden of establishing both.2* However, many courts have 
refused to recognize this effect of the Negotiable Instruments Law and 
have continued to abide by the common law principle that where the 
issue is want of consideration, the burden to prove consideration is on 
the holder.2¢ The Code’s specific provision, coupled with the provisions 
on burden of establishing defenses contained in Section 3-307,°" will 
require all courts to treat both want of consideration and failure of con- 
sideration as matters for the defendant to prove. No suggestion is 
intended that these desired results will be automatic. Courts may 
decide cases, and lawyers may argue cases on the basis of statutes long 
since repealed, but the chances are that such errors will be minimized 
once the provisions of the Code are comprehended. 


To increase this protection against following traditional approaches, 
the Code is couched in new words. The drafters have elected not to 
put the wine of their new learning in old bottles. Where formerly 
appeared the phrase, “bill of exchange,” now appears the word “draft.’’8 
This substitution was probably only a modernizing venture, not intended 
to produce legal consequences; however, other changes in wording will 
vitiate present decisions. Negotiable Instruments Law Section 9(3) 
requires an instrument to be payable at a “fixed or determinable future 
time.” The counterpart in the Code is Section 3-104(1) (c), which 
requires a “definite time.” Technically, cases construing the Negotiable 
Instruments Law’s requirement cannot be used to construe the new 
section, the interpretation of which must be based solely on the ac- 
companying comments. 


These comments are a third reason why uniformity may be antici- 
pated if the Code is adopted, since they are a means of knowing the 
vicariously acquired “legislative intent.”®® The comments are extremely 
beneficial, almost without exception. There are three such comments, 
however, which seem to contain some danger spots, and attention is 
invited to them: 


(1) In Section 3-307(8) the Code provides: 


85 Barrron, Brits anp Notes 405 (1948); Brannan, Necotrasie Instruments Law 


— 485, § 24 (Beutel, 7th ed. 1948); 1 Wituiston, Contracts $108 (Rev. ed. 
1936). 


86 In re Kennedy’s Estate, 82 Ohio App. 359, 80 N. E.2d 810 (1948), noted 18 U. or 
Cin. L. Rev. 219 (1949) is a recent example. 

37 ms . . When signatures are admitted or established, production of the instrument 
entitles a holder to recover on it unless the defendant establishes a defense.” A definition 
of burden of establishing appears in § 1-201(8). 

38 The word “bill,” does, however, appear on occasion, e. g.. in Comment 4 to § 3-502. 


a6 § 1-102 contains a specific directive to look to the Comments to determine legislative 
intent. 
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After evidence of a defense has been introduced a person claiming 
the rights of a holder in due course has the burden of establishing that 
he or some person under whom he claims is in all respects* a holder in 
due course. 


The comment to this section indicates that, “Nothing in this section 
is intended to say that the plaintiff must necessarily prove that he is a 
holder in due course. .. .”41 It is submitted that the quoted section 
does just that, and that the comment seeks to interpret the section 
contrary to the plain meaning of the words used. The Code and com- 
ment are as misleading as the instruction of the trial judge held to be 
error in Beacon Trust Co. v. Ryder.*? A plaintiff isn’t bound to prove 
himself a due course holder until the defendant has established a defense, 
because until that defense has been established, the issue of due course 
holding is not apposite.** 


(2) In Section 3-403 (2), the Code says: 


An authorized representative who signs his own name to an instru- 
ment is also personally obligated unless the instrument names the person 
represented and shows that the signature is made in a representative 
capacity. (Italics supplied.) 


The word, “also,” indicates that somebody else is liable, but in the event 
that the principal’s name doesn’t appear, only the agent is liable.** It is 
suggested that the comment to this section does not sufficiently make 
clear when an agent may also be liable, the situation intended being the 
event that the principal’s name appears along with the agent’s name, 
without any indication that the latter signed for the former.*® 


(3) Comment 9 to Section 3-4174* would seem to indicate that the 
‘warranties made by a transferor who does not indorse run to all subse- 


40 This phrase, “in all respects,” will, as explained in the Comment, require the holder 
to prove all of the elements of due course holding, thereby solving a problem over which 
opinions differ under the current statute. See Glendo State Bank v. Abbott, 30 Wyo. 
98, 216 Pac. 700 (1923), for an analysis of the cases. 

41 § $-807, Comment 8. 

42 278 Mass. 578, 174 N. E. 725 (1981). 

43 Obviously, the plaintiff’s evidence on the question of due course holding must be 
‘introduced before the defendant’s evidence on the question of the defense, but the approach 
here taken would be involved in phrasing instructions to a jury after all the evidence is in. 
‘The suggestion intended is that a court would err if it were to read, as its instructions 
to the jury, the statutory wording contained in § 3-807(8). 

44 § $-401 provides: “No person is liable on an instrument unless his signature appears 
thereon.” 

45 Perhaps this argument is directed to the inclusion of the word “also,” in the statute, 
rather than to the Comment explaining it. The writer is unable to explain why this 
word was added after the May, 1949 draft where it does not appear. 

46 The relevant portion of this section is subparagraph (2): “Unless otherwise agreed 
aany party who transfers an instrument for consideration so warrants to his transferee and 
‘if the transfer is by indorsement any subsequent holder if such person takes the instru- 
-ment in good faith... .” 
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quent holders of the instrument.*? Here again, the plain meaning of 
the section is to the contrary. 

These minutiae should not be thought, however, to deny the basic 
thesis that the comments are an excellent tool for interpretation of the 
statute, and they should be a vital factor in fostering uniform con- 
struction. 


The fourth and final suggestion why the Code will stimulate uni- 
formity is that the integrated codification of commercial law subjects 
will remove the need for stresses and distortions in attempting to corre- 
late conflicting legislation and common law principles and thus will 
obviate many opportunities for divergent views. An illustration here 
is the difference in interpretation of the effect of Negotiable Instruments 
Law Sections 119 and 120 on the common law suretyship defenses. Asa 
common law matter, a surety is discharged by a binding agreement of 
the creditor to extend the time of payment to the principal debtor with- 
out a reservation of rights against the surety.*® The Negotiable Instru- 
ments Law, written probably without regard to these suretyship de- 
fenses, has produced a difference of opinion as to whether this defense 
remains available to a surety who signs as the maker of a negotiable 
instrument.*® The Code treats the problem as follows: 

The holder discharges any party to the instrument to the extent 
that without such party’s consent the holder 


(a) without express reservation of rights releases or agrees not to sue 
any person against whom the party has to the knowledge of the holder 
a right of recourse on the instrument, or agrees to suspend the right to 
enforce against such person the instrument or collateral. . . .5° 
By Section 3-415 (5) an accommodation party who pays the instrument 
is given a right of recourse on the instrument.® 

Under these two sections, a surety who appears as maker (or indorser, 
of course) of an instrument is discharged by an extension of time without 
reservation of rights. These sections are adroitly written, working a 
discharge of the person, not a discharge of the “instrument” as under 
Negotiable Instruments Law Section 119, and working this discharge 
without regard to the position of the surety on the instrument, if in fact 
he has a cause of action against another party which is interfered with 
by the extension. 


47 The Comment says: “Subsection (2) changes the original Section 65 to extend the 
warranties beyond the immediate transferee in all cases. The warranty runs with the 
instrument. .. .” 


48 ResTaTEMENT, Security § 129 (1941). 

49 Brirron, Brits anp Notes § 301 (1948); Richards v. The Market Exchange Bank 
Co., 81 Ohio St. 848, 90 N. E. 1000 (1910). ’ 

50 § $-606(1). 

51 Thus another ambiguity in the Negotiable Instruments Law is removed. See Schmelze 
v. Transportation Inv. Corp., 94 N. E.2d 682 (Ill. App., 1950). 
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Furthermore, parol evidence of the accommodation is available as 
against one not a due course holder, but a holder in due course takes 
free of any suretyship defenses unless he knows of the suretyship relation- 
ship.*? Finally, the suretyship right of subrogation is retained, entitling 
the surety to assert the payee’s right on the instrument.®* 


In short, unlike the Negotiable Instruments Law, the Commercial 
Paper Article of the Code is written with a cognizance of problems arising 
in other fields of the law and incorporates principles from those other 
fields. This should be a factor in simplifying interpretation of the Code. 


Of course, areas exist where uniformity will not be brought about. 
The section dealing with notes or acceptances payable at a bank™ is 
written with alternative provisions to adjust to differences in banking 
custom. In Section 3-106(2), provision is made for divergent policies 
concerning stipulations obligating the payment of collection costs, at- 
torney’s fees, and the like. Since opinions differ as to the validity of 
these provisions,® that difference of opinion will remain even after the 
Code is adopted. A similar leeway for difference of policy concerning 
cognovit notes is provided for by the Code.** Further, the effect of the 
defense of infancy™ is left to the common law rule of a particular juris- 
diction. In effect, infancy is retained as a real defense, as is true under 
the Negotiable Instruments Law.5® However, Section 3-207 of the Code 
changes current law, in that while an infant indorser may disaffirm his 
contractual liability, he may not recover the instrument from a holder 
in due course. This terminates an existing anomaly by which an infant 
vendor of a chattel cannot recover the chattel from a bona fide pur- 
chaser,” while the infant indorser of a negotiable instrument can retake 
that instrument even from a holder in due course. 


So, in particular situations, there will be divergence in the law as it 
respects commercial paper, but in general, the suggestion is proffered 
that the Code will be an instrumentality for promoting uniformity. In 
short, the conclusion requested by the writer is that the case is made 
out for a change in existing codification and for the adoption of the Com- 
mercial Paper Article of the Code as the desirable change. 


There remains the third general division of this article, a presentation 
of some of the paramount innovations to be brought about by adoption 


52 § $-415. 

53 § § $-415(5), 3-601 (3). 

54 § 3-192. 

55 Opcen, NecotiaBLe Instruments § 59 (1947) shows the various approaches taken. 
56 § $-112(@). 

57 § 3-805. 

58 Murray v. Thompson, 186 Tenn. 118, 188 S. W. 578 (1916). 

59 Unirorm Sates Act § 24. 

60 Murray v. Thompson, supra note 58. 
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of Articles 3 and 4 of the Uniform Commercial Code. [Illustrations in 
the preceding discussion will not be repeated, though many of the 
changes there analyzed will be of great importance. The underlying 
scheme in the following comments is merely a culling out of various 
sections deemed worthy of note or criticism. The order followed is, for 
the most part, the order of appearance in the Code itself. 


In Section 3-102, certain definitions appear, among which are these: 


(d) An “order” is a clearly expressed direction to pay and must be 
more than a mere authorization or request. It must identify the drawee 
with reasonable certainty. It may be addressed to a single drawee or to 
drawees jointly or in the alternative but not in succession. 


(e) A “promise” is a clearly expressed undertaking to pay and must 
be more than a mere acknowledgment of an obligation. 


Obviously, the intended result of these sections is to compel a different 
result in cases holding instruments to be negotiable when only an im- 
plied in fact or implied in law promise can be found.* What, however, 
should be the effect of these sections on a fact situation similar to that 
posed in Didato v. Coniglio,®? where the defendant signed an instrument, 
“Pay to the order of X,” but addressed to no drawee? Certainly, the 
defendant cannot be held as the drawer of a bill of exchange (as was 
true under the Negotiable Instruments Law), but in the Didato case 
the defendant was held liable as the maker of a promissory note. 


Exploring additional sections of the Code for an answer, one will 
come upon Section 3-104(2) (a), by which a draft is defined as an 
“order,” and Section 3-104(2) (d), by which a note is defined as a 
“promise.” It would seem that the defendant cannot be held liable at 
all, therefore, and this conclusion is strengthened by the fact that Nego- 
tiable Instruments Law Section 10% is omitted by the Code.** That 
section was relied on by the court in the Didato case. 


However, Section 3-119(a) of the Code states: 


Where there is doubt whether the instrument is a draft or a note the 
holder may treat it as either. A draft drawn on the drawer is effective 
as a note. 


61 “] borrowed money from S, the sum of five hundred dollars ($500.00) with 4 per cent 
interest. The borrowed money ought to be paid within four months from above date. 
[Signed] V.” In Shemonia v. Verda, 24 Ohio App. 246, 157 N. E. 717 (1927) a note 
containing those words was held to be an instrument for the unconditional payment of 
money only, within the meaning of a statute (Onto Gen. Cope § 11834) authorizing a 
short form of pleading for such instruments. No question of negotiability was involved. 
A nice question of interpretation will be presented in Ohio, it would seem, as to whether 
the result of that case will be changed by codification of this section of the Code. 

62 50 Misc. 280, 100 N. Y. Supp. 466 (Sup. Ct. 1906). 

63 “The instrument need not follow the language of this act, but any terms are sufficient 
which clearly indicate an intention to conform to the requirements hereof.” 

64 § 8-104, Comment 6. 
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How can a situation be conceived wherein doubt can exist whether an 
instrument is a note or a draft, when a note is a clearly expressed promise 
and a draft is a clearly expressed order? This Section introduces an 
element of doubt into the picture, and if the Section be thought applicable 
to the hypothetical case, it would produce a result like that of the Didato 
case. At any event, a foreboding of difficult construction problems is 
created by the apparent conflict between Sections 3-119(a) and 3-102. 
Section 3-119(a) is a vestige from Section 17(5) of the present law, the 
repeal of which may be necessary. 


‘This same Section of the Code, by authorizing joint or alternative 
drawees, has changed the law with respect to the latter category. The 
Negotiable Instruments Law precludes both alternative and successive 
drawees.© The desirability of permitting alternative drawees has long 
been recognized, so the change seems desirable. By Section 3-504 (2) 
(d) of the Code, presentment may be made to any one of the alternative 
drawees and, if so made, will be sufficient to hold those parties who are 
secondarily liable. 


Section 3-104(2) (b) retains the essence of Negotiable Instruments 
Law Section 185, defining a check as a draft drawn on a bank, payable 
on demand. The Code also recognizes the validity of antedated and 
postdated instruments, so a postdated “check” is still possible under 
the Code. Presumably, a postdated check will be dealt with as a check, 
even though not technically payable on demand; consequently, the time 
for presentment specified for checks in Section 3-503 will apply to post- 
dated checks. A similar problem is posed under the Negotiable Instru- 
ments Law, and the answer suggested is that reached by the courts 
under that statute. 

Greater difficulty may be encountered in dealing with two sections 
of the Code concerning negotiability of instruments secured by reserva- 
tion of title. Section 3-104(3) states: 

A writing which purports to create or reserve security rights does 
not fall within this Article, even though it also contains a promise to 
pay money. 

Then, Section 3-105(1) (d) announces: 

A promise or order otherwise unconditional is not made conditional 
by the fact that the instrument . . . states that it is secured, whether 
by mortgage, reservation of title or otherwise. 


How would the following instrument fit into these sections? 


65 Negotiable Instruments Law § 128. 

66 Ocpen, Necoriasie InstRuMENTS § 56 (1947). 

_ 87§ § 3-315, 3-304(5) (a). 

68 Philadelphia Life Ins. Co. v. Hayworth, 296 Fed. 839 (4th Cir. 1924). 
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On or before the first day of October, 1958, for value received, the 
undersigned promise to pay to Arkansas Valley Breeding Co. or order 
six hundred dollars, negotiable and payable at Little Rock, Ark.; it 
being given for Percheron stallion named Robert, No. 40681, and this 
day delivered to the maker of this note, with the understanding and 
agreement between the maker of this note and the Arkansas Valley 
Breeding Co. that the above described property is and shall remain in 
said Arkansas Valley Breeding Co., with full power of disposition with- 
out notice, in such manner as he may see fit, until paid for. . . .© 


The seller’s reservation of title does not condition the instrument under 
Section 8-105(1) (d);7° however, some doubt seems to exist whether 
this same note might not come within the meaning of Section 3-104 (3), 
since it reserves a security. A reference to the comment, though, war- 
rants the conclusion that Section 3-104(3) is intended to remove from 
that Article instruments which are conditional sales, disguised as promis- 
sory notes.” No definite guide exists to determine the precise provisions 
which may safely be included in a negotiable instrument.”” 


The entire problem of transferability of conditional sales contracts is 
difficult. Perhaps there are policy arguments why those instruments 
should not be negotiable;7* therefore, the codifiers acted wisely in re- 
jecting the Abingdon decision, but difficult problems of construction may 
be expected in this area of the Code. The test in each case must be 
whether the instrument is a conditional sales contract, disguised as a 
note and therefore not within the Article, or a note, carrying with it a 
protective reservation of title as security, and hence negotiable.”4 


An innovation more readily explained is contained in this same Sec- 
tion, dealing with conditional paper. The Code says: 


A promise or order otherwise unconditional is not made conditional 
by the fact that the instrument . . . is limited to payment out of the 


69 Welch v. Owenby, 78 Okla. 212, 175 Pac. 746 (1918), involved such a note. 

70 For discussion of cases under the existing statute, see Britton, Brtts anp Nores 
$14 (1948). 

71 The Comment (Paragraph 3) cites as an example of the type of instrument covered 
the paper involved in Abingdon Bank & Trust Co. v. Shipplett-Moloney Co., 316 Il. 
App. 79, 48 N. E.2d 857 (1942). That paper was a conditional sales contract, embodying 
a promissory note. Clearly, that would no longer be negotiable. 

72 The Comment indicates that a negotiable instrument is a courier without luggage. 
That phrase didn’t mean anything when it was used in 1846 in Overton v. Tyler, 3 Pa. 
St. 346, 45 Am. Dec. 645 (1846), and its repetition in the Comment doesn’t increase its 
significance. It would seem that some specific requirements must be set forth, and that 
the general concept of luggageless paper does not come to grips with any legal problem. 
73 Commercial Credit Corp. v. Orange County Machine Works, 34 Cal. 2d 766, 214 P.2d 
819 (1950), illustrates the difficulty. And see Note, 57 Yate L. J. 1414 (1948). 

” It would appear that no difficulty will be encountered in the event that a note, other- 
wise negotiable, states that it is secured by a condiional sales contract or a chattel 
mortgage. § $-105(1) (d) seems to preserve negotiability there. The difficult situations 
will be those where the instrument itself reserves the security. 
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entire assets of a partnership, unincorporated association, trust or estate 
by or on behalf of which the instrument is issued.” 


This is new, and it will have the effect of making unnecessary the cir- 
cumlocution demonstrated in Hibbs v. Brown,"* to which reference has 
already been made.77 


In Section 3-105 appears an example of the type of draftsmanship 
which occurs in several places in the Code, wherein the legislation seems 
to deal with specific minutiae instead of adopting general guiding princi- 
ples. The particular subsection is Section 3-105(I) (b), providing: 

A promise or order otherwise unconditional is not made conditional 
by the fact that the instrument . . . states its consideration, whether 
performed or promised, or the transaction which gave rise to the in- 
strument, or that the promise or order is made or the instrument matures 
in accordance with or “as per” such transaction. .. . 


At the other extreme, displaying what is not permissible in a negotiable 
instrument, Section 3-105 (2) declares: 


A promise or order is not unconditional if the instrument (a) states 
that it is subject to or governed by any other agreement... . 


No objection is directed to the results produced by these sections in 
applicable cases. A note which recites that it is given “as per” another 
agreement is not rendered uncertain by that recitation. The drafters 
were attempting to insure this result, thereby overcoming some contrary 
decisions under the Negotiable Instruments Law.”* The writer, how- 
ever, doubts the desirability of legislating rules applicable to specific 
cases of this sort. Any number of combinations of words may raise the 
basic question whether the instrument is conditioned on another agree- 
ment or whether the other agreement is simply recited as an existing 
fact. The quoted words,“ ‘as per’ such transaction,” are examples, not 
rules. Why, therefore, should not those words be placed in the com- 
ment, illustrating what is meant by the clause, “A promise or order . . . 
is not made conditional by the fact that the instrument. . . states its 
consideration, whether performed or promised, or the transaction which 
gave rise to the instrument .. .”? 


While suggestions are being made concerning transmogrifying minutiae 
from statute to comments, one suggestion of a move in the other direc- 
tion seems in order. Section 3-107, defining money and rejecting the 


7 § $-105(1) (g). 

76 Supra note 15. 

77 Similar in theory is § 8-105(1) (f) by which a promise or order is declared not con- 
ditioned by the fact that it is limited to payment out of a particular fund if the instrument 
is issued by the government or a governmental agency. This, also, is new. 

78 Continental Bank & Trust Co. v. Times Publishing Co., 142 La. 209, 76 So. 612 (1917), 
noted 5 Va. L. Rev. 284 (1918) and 27 Yate L. J. 559 (1918). 
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legal tender test in favor of the broader test of circulability in a given 
area, is explained by good comments, the last sentence of paragraph 3 
of which seems to state a principle worthy of codification. That sen- 
tence is: “The amount payable under an instrument which expresses 
the sum in foreign money is determined by the current rate of exchange 
at the time of default.” Money, like a French novel, frequently loses 
something in the translation, and a certain rule for measuring that loss 
(or gain) seems essential. The rule announced in the comment is the 
majority American rule, though there is authority to the contrary,” 
taking other times for measuring the exchange rate. Unlike most com- 
ments appended to the Code sections, this statement does not serve to 
explain the basic statute. It gives a rule concerning which there is some 
difference of opinion in the authorities. In such a situation, codification 
of the rule would seem to be the only means for producing uniformity. 
At any event, the present position of this statement as a comment may 
constitute a danger spot so far as uniform construction of the Code is 
concerned. 


In Section 3-109 of the Article appear several highly desirable changes 
in the law with respect to the requirement that a negotiable instrument 
must be payable at a definite time. Unless some certainty exists as to 
when the instrument is due, its value becomes uncertain. Furthermore, 
an obligor needs to know with some degree of certainty when his obliga- 
tion will be due, so he can have the money ready to make payment. The 
holder must also know when maturity occurs, so he can take necessary 
steps to hold secondary parties in case of dishonor. An instrument 
payable on the death of a person fails to meet any of these reasons, yet 
under the present law, a note payable on the death of a person, or any 
other event certain to occur, is negotiable.8° The Code wisely adopts 
a contrary position in Section 3-109 (2) 81 


Equally difficult to justify is the rule adopted under the present 
statute that a note giving the holder an unlimited option to accelerate 
cannot be negotiable.62 The Code’s provision with respect to acceleration 
provisions is: 


An instrument is payable at a definite time if by its terms it is payable 
at a definite time subject to any acceleration. . . 8% 


79 C. T. McCormick, Cases anpD MATERIALS ON THE Law or Damaces § 49 (1935): 
Notes, 11 A. L. R. 868 (1921), 33 A. L. R. 1285 (1924), 43 A. L. R. 520 (1926), 50 
A. L. R. 1278 (1927). 105 A. L. R. 649 (1936) (superseding 80 A. L. R. 1874 (1932) ). 
80 See discussion in Joseph v. Catron, 18 N. M. 202, 81 Pac. 489 (1905). 

81 “An instrument which by its terms is otherwise payable only upon an act or event 
uncertain as to time of occurrence is not payable at a definite time even though the act 
or event has occurred.” 

82 Puget Sound State Bank v. Washington Paving Co., 94 Wash. 504, 162 Pac. 870 
(1917); Chafee, Acceleration Provisions in Time Paper, 32 Har. L. Rev. 747, 775 (1919). 
83 § $-109(1) (c). Professor Chafee’s learned discussion of acceleration provisions (supra 
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A limitation on the power to accelerate is found, however, in Section 
1-208, imposing a requirement of good faith belief of the holder that the 
hazard of nonpayment is increased before he may elect to accelerate an 
instrument giving him the right so to do “at will” or “when he deems 
himself insecure.” This approach, while having no previous statutory 
background, does accord with accepted principle.® 


A further restriction on accelerating provisions may be contained 
in Section 3-112(1) (d): 

The negotiability of an instrument is not affected by . . . a term 
authorizing a confession of judgment on the instrument if it is not paid 
when due. ... 


The necessary negative inference® is that a provision giving a power to 
confess judgment at any time destroys negotiability. A person drafting 
a negotiable instrument must be careful, therefore, to restrict power to 
confess judgment so that it can be exercised only after the instrument 
becomes due.* 


While extension of time of payment may be permitted without inter- 
fering with negotiability,57 a new provision may be found in Section 
8-119 (f) that: ; 

The following rules apply to every instrument. . . . Notwithstanding 
any term of the instrument, the holder may extend it only with the 
consent of the maker at the time of extension. Unless otherwise speci- 
fied consent to extension authorizes a single extension for not longer 
than the original period. 

This, too, accords with existing principles,** but it does serve to clarify 
a doubtful point under existing statutes. 

Section 3-112 improves and clarifies the provisions of Negotiable 
Instruments Law Sections 5 and 6, particularly by providing that a 
promise to give additional collateral on demand does not interfere with 
negotiability.8® Thereby a conflict of authority under existing legislation 
is ended.*° 


note 82) would indicate that permitting “any acceleration” is too broad and that the 
accelerating event should be connected with collection of the paper. The courts, how- 
ever, do not seem to have followed the suggested lead of Professor Chafee in this regard. 
See Charlton vy. Reed, 61 Iowa 166, 16 N. W. 64 (1883); Nickell v. Bradshaw, 94 Ore. 
580, 183 Pac. 12 (1919). 

84 See Manufacturers’ Finance Acceptance Corp. v. Woods, 222 Ala. $29, 182 So. 611 
(1981), noted 17 Va. L. Rev. 826 (1931) (involving a clause in a chattel mortgage 
authorizing repossession when the mortgagee “deemed” himself insecure) . 

85 Indeed, the official Comment 2 makes this more than an inference. 

86 This, of course, is also true under Negotiable Instruments Law § 5(@). 

87 § $-109(1) (d). 

88 Pugh v. Dason, 95 Cal. App. 505, 278 Pac. 39 (1929); Security National Bank of 
Sioux City v. Gunderson, 52 S. D. 25, 216 N. W. 595 (1927). 

89 § $-112(1) (c). 

90 Holliday State Bank v. Hoffman, 85 Kan. 71, 116 Pac. 289 (1911); Finley v. Smith. 
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Another new provision is Section 3-112(1) (f): 


The negotiability of an instrument is not affected by . . . a term in 
a draft providing that the payee by indorsing or cashing it acknowledges 
full satisfaction of an obligation of the maker or drawer. 


In this regard, it is suggested that the Code contains a rider which will 
serve to upset a principle of the law of contracts which has been settled 
(but wrongly) for many years. The particular provision is Section 
3-702 (3): 


Where a check or similar payment instrument provides that it is in 
full satisfaction of an obligation the payee satisfies the underlying obliga- 
tion by negotiating the instrument or obtaining its payment unless he 
establishes that the original obligor has taken unconscionable advantage 
in the circumstances or unless it is the drawer who has initiated collection 
on behalf of the payee. 


At last, by this statute, a man may pay a debt by paying a lesser sum 
than is due; thereby shaking the foundations of an old rule of contracts.®! 
The rule has been criticized by many able scholars,®? so this Section will 
be welcome.®? A similar policy will be found expressed with respect to 
the consideration section of the Article.®* 


Another example of adroit handling of a snarled legal problem is 
demonstrated by Section 3-116 as coupled with Section 3-407.°° These 


165 Ky. 445, 177 S. W. 262 (1915); First National Bank v. Blackman, 249 N. Y. 322, 
164 N. E. 118 (1928). 

91In Ludington v. Bell, 77 N. Y. 188, 148, 38 Am. Rep. 601 (1879) the court says: 
“The doctrine that payment by the debtor of a less sum_ than the whole amount of the 
debt will not extinguish the debt, although the creditor expressly agree to receive it in 
full and give a receipt or writing to that effect, is well established by abundant authority. 
But while the correctness of the rule stated may be conceded, it should be borne in mind 
that it rests mainly upon a want of consideration for the promise made.” 

92 E.g., Merton L. Ferson, Tue Rationan Basis or Contracts AND RELATED 
Prosiems In Lecat ANALYsiIs 158 et seg. (1949). 

93 While clearly the sections cited will cover most of the cases in which the problems 
arise, i.€., payment by check, there would seem to be a danger spot of uncertainty hidden 
in the two sections quoted. § 3-702(3) applies to a “check or similar payment instru- 
ment.” What is a “similar payment instrument?” Further, in § 3-112(1) (f) there 
seems to lie a basic inconsistency in that the statement is that negotiability “is not 
affected by a term in a draft providing that the payee by indorsing or cashing it 
acknowledges full satisfaction of an obligation of the maker or drawer.” Doesn’t the 
word, “maker,” usually apply only tc one who executes a note, thus leaving the inference 
that a note may also be negotiable even if it contains a term like that authorized for drafts? 
94 § 3-408, Comment 2. 

95 “(1) When a paper whose contents at the time of signing show that it is intended to 
become an instrument is signed while still incomplete in any necessary respect it cannot 
be enforced until completed, but when it is completed in accordance with authority given 
it is valid as completed. ; 

“(2) If the completion is unauthorized the rules as to material alteration apply 
(Section 3-407), even though the paper was not delivered by the maker or drawer; but 
the burden of establishing that any completion is unauthorized is on the party so asserting.” 
96“(1) Any alteration of an instrument is material which changes the contract of any 
party thereto in any respect, including any such change in 
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two sections simplify and correlate materials now covered in Negotiable 
Instruments Law Sections 13, 14, 15, and 124, and remove certain un- 
desirable provisions of the present legislation. The rule of Negotiable 
Instruments Law Section 15, by which non-delivery of incomplete paper 
is a real defense, is reversed. Thereby harmony is produced between 
that situation and the situation in which paper is filled in by an agent 
in excess of the authority possessed by him.®? It is worthy of notice at 
this point that the protection granted to due course holders by these 
and other sections will be accorded to payees (who meet the require- 
ments of due course holding) by the Code.® Finally, with respect to 
material alteration, the Code makes clear that which is not clear under 
Negotiable Instruments Law Section 124, that liability is not discharged 
either (1) by alteration by a stranger or (2) by innocent alteration. 


Protection granted to due course holders by these sections is avail- 
able, likewise, to drawee banks which pay out on altered checks. Section 
4-501 provides: 


... (2) A bank that in good faith makes payment to a holder may 
charge the indicated account of its customer 


(a) according to the original tenor of his altered item; or 


(b) according to the tenor of his completed item, even though the 
bank knew it was incomplete when delivered. 


Where payment by the bank is made to a due course holder, the same 
protection will be given the bank by application of Section 4-507.°° 


Observe that by Section 4-501(2) (b), just quoted, a drawee bank 
may charge the drawer’s account on paper which has been completed, 
even though the bank knew that it was delivered in an incomplete state. 


“(a) the number or relations of the parties; or 

“(b) an incomplete instrument, by completing it otherwise than as authorized; or 

“(c) the writing as signed, by adding to it or by removing any part of it. 

“(2) As against any person other than a subsequent holder in due course 

“(a) alteration by the holder which is both fraudulent and material discharges 
any party whose contract is thereby changed unless that party assents or is 
precluded from asserting the defense; 

“(b) no other alteration discharges any party and the instrument may be enforced 
according to its original tenor, or as to incomplete instruments according to 
the authority given. 

(3) A subsequent holder in due course may in all cases enforce the instrument accord- 
ing to its original tenor, and when an incomplete instrument has been completed, before 
he takes, he may enforce it as completed.” 

97 NecoTi1aBLe INstRuMENTS Law § 14. 

98 § $-302(2): “A payee may be a holder in due course.” For authorities illustrating 
the current doubt on this point, see Annotations, 142 A. L. R. 489 (1948) and 169 
A. L. R. 1455 (1947). 

99“To prevent unjust enrichment, a bank which has paid a customer's item which ‘it 
may not charge in full to his account may in an action ... (b) against the drawer, 
maker or acceptor recover any amount which would have been due from him on the 
item if payment had been refused.” 
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A reference to Section 3-304 (5) (d) 1° will show that the same protection 
is granted to a holder in due course. In short, a holder who knows of 
no limitation on the authority of an agent to whom a negotiable in- 
strument has been entrusted for completion may rely on the ostensible 
authority of that agent to complete the paper, and the taker may be a 
due course holder, even though he sees the agent complete the paper. 
This was the rule which prevailed at common law. The Negotiable 
Instruments Law codifies a contrary view, by requiring that the holder 
in due course take complete and regular paper,!°? and by the last sen- 
tence of Negotiable Instruments Law Section 14: “But if any instru- 
ment after completion is negotiated to a holder in due course,” it is valid 
for all purposes in his hands.1°* This change seems desirable. 


Several improvements in existing codification are found in Section 
3-201, foremost of which is the provision that a reacquirer who had 
notice of a defense cannot, by shooting the instrument through a holder 
in due course, improve his position.1°* While this was the common law 
rule, the relevant provision of the present statute,!°* which seems to 
deny the privilege of claiming through a holder in due course only to 
persons who had a part in the fraud or illegality, has been held to entitle 
a reacquirer who merely had notice of the wrong to claim through a due 
course holder and thereby improve his position.!% 


One illustration annexed to demonstrate the operation of this Section 
seems misleading.!°° This illustration appears to mean that a holder in 
due course who, after learning of a defense, negotiates to another party 
from whom he reacquires, may not resume his original status of due 


100 “Knowledge of the following facts does not of itself give the purchaser notice of a 
defense or claim . .. that an incomplete instrument has been completed, unless the 
purchaser has notice of any improper completion.” 

101 Fullerton v. Sturges, 4 Ohio St. 529 (1855); Vander Ploeg v. Van Zuuk, 185 Iowa 350, 
112 N. W. 807 (1907). 

102 NecoTraBLe InstRuMENTS Law § 52. 

103 (Italics supplied.) Bronson v. Stetson, 252 Mich. 6, 232 N. W. 741 (1930), exemplifies 
the cases holding that these Negotiable Instruments Law sections adopt the English rule, 
contrary to the common law rule prevailing in America. 

104 § $-201(1): “Transfer of an instrument vests in the transferee such rights as the 
transferor kas therein, except that a transferee who has himself been a party to any 
fraud or illegality affecting the instrument or who as a prior holder had notice of a defense 
or claim against it cannot improve his position by taking from a later holder in due course.” 
105 Dollarhide v. Hopkins, 72 Ill. App. 509 (1897). 

106 NecoTiaBLe InstRUMENTS Law § 58: “. . . But holder who derives his title through 
a holder in due course, and who is not himself a party to any fraud or illegality affecting 
the instrument, has all the rights of such former holder in respect of all parties prior to 
the latter.” : 

107 Horan v. Mason, 141 App. Div. 89, 125 N. Y. Supp. 668 (2d Dep’t 1910). 

108 Comment 8(d) (Paraphrased): A induces M by fraud to make an instrument pay- 
able to A; A negotiates to B. who had no notice of the fraud when he first acquired the 
instrument, but learned of it while he was a holder and with such knowledge negotiated 
to C, who negotiates it back to B. B does not succeed to C’s rights as a holder in due 
course, and his position is not improved by the negotiation and repurchase. 
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course holding. There is no reason why this should be so, since no harm 
is caused to the maker or drawer by allowing resumption of the prior 
position. This is not a case where the holder, by reacquisition, “im- 
proves” his position. 


One source of annoyance under the Negotiable Instruments Law has 
been the restrictive indorsement, one type of which has previously been 
discussed." The contribution of the Code is a clarification of the 
effect of specific types of indorsements, without use of a generic classi- 
fication, “restrictive.” If the indorsement is, “Pay A only,” A may none- 
theless transfer, but any subsequent taker, except a bank, has notice of 
the limitation on A’s right to transfer and is subject to the indorser’s 
rights.14° An indorsement, “Pay A for my use,” is treated just like an 
indorsement, “Pay A in trust for X (someone other than the indorser) ,” 
which has already been discussed. However, a blank indorsement, “For 
Deposit,” or “For Collection,” has the effect of restraining transfer of the 
instrument to the process of collecting. Therefore, any subsequent taker 
except a bank!" has notice of the indorser’s rights!” and is consequently 
not a holder in due course. 


While the approach taken in these specific situations is commendable, 
some challenge can be directed to the conception of notice which under- 
lies them.4* The point at issue is that a taker may have notice of a 
claim of a beneficiary of a trust, or even of a transfer which was a voidable 
preference in bankruptcy or insolvency,’'* and thereby be rendered 
subject to defenses totally disconnected from either the breach of trust 
or the voidable preference.15 The threatened difficulty exists under the 
present statute,!!® and possibly no better solution is available. 


One element of the notice section, however, deserves an affirmative 
word of praise. Under existing statutes, authorities do not agree whether 
a taker of a series of notes after default on one of the series may be a 
due course holder as to the balance.117 The Code treats this situation 


109 See note 21 et seq., supra. 

110 § $-205. 

111 § 4-208 (8). 

112 § $-804(8); § 8-206. 

113 Palmer, Negotiable Instruments under the Uniform Commercial Code, 48 Micu. L. 

Rev. 255, 291 (1950). 

114 § $-304(2) (a). 

115 Suppose an instrument, before issue, is changed so that the amount is increased as 

follows $500. The instrument is transferred to a holder, and thereafter the payee fails 

to deliver to the maker the consideration for which the instrument was delivered. It 

would appear that, while the change in amount wasn’t an alteration, hence not a defense, 

rr ray would nonetheless be subject to the defense of failure of consideration (§ 3-304 
a). 

116 Palmer, supra note 113. 

117 Hobart M. Cable Co. v. Bruce, 185 Okla. 170, 274 Pac. 665 (1929); Morgan v. 
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just as if it were a breach of an instalment of an instalment note, and 


therefore a taker of such a series after a breach cannot be a due course 
holder.118 


The definition of value in Section 3-303 accords with the currently 
prevailing rules. An executory promise, other than one which is irre- 
vocable or embodied in a negotiable instrument, is not value. This same 
rule applies to bank credit, which is not value by the current weight of 
American authority!*° or by the provisions of Article IV of the Code, 
Sections 4-21117! and 4-212.122. Once the credit has been withdrawn, of 
course, the bank becomes a holder for value, but at present there is 
doubt as to when the credit may be said to have been withdrawn. The 
Code adopts the so-called “first-money-in-first-money-out theory,”??* 
which is the currently prevailing rule.*+ 


Section 3-405 introduces an entirely new concept with respect to 
paper payable to impostors, and “fictitious payees.” That Section pro- 
vides: 


(1) With respect to a holder in due course or a person paying the 
instrument in good faith an indorsement is effective when made in the 
name of the specified payee by any of the following persons, or their 
agents or confederates: 


(a) an impostor who through the mails or otherwise has induced 
the maker or drawer to issue the instrument to him or his 
confederate in the name of the payee; 


Farmington Coal & Coke Co., 97 W. Va. 83, 124 S. E. 591 (1924) (taker may be a due 

course holder); Beasley Hardware Co. v. Stevens, 42 Ga. App. 114, 155 S. E. 67 (1930) 

(taker may not be a due course holder); Notes 15 Minn. L. Rev. 585 (1931); 44 Harv. 

L. Rev. 464 (1931). : 

118 § § $-804(4) (a), 3-804(5) (f). 

119 “A holder takes for value: 

“(a) to the extent that the agreed consideration has been performed or that he acquires 
a security interest in or a lien on the instrument otherwise than by legal process; or 

“(b) when he takes the instrument in payment of or as security for an antecedent claim 
against any person whether or not the claim is due; or 

“(c) when he gives a negotiable instrument for it or makes an irrevocable commitment 
to a third person.” 

120 Citizens’ State Bank v. Cowles, 180 N. Y. $46, 73 N. E. 83 (1905); Central Savings 

Bank & Trust Co. v. Wachman, 221 Mich. 512, 191 N. W. 5 (1922). 

121 (1) A bank has a security interest in an item, any accompanying documents or the 

proceeds of either (a) in case of an item deposited in a checking account, to the extent 

to which credit given for the item has been withdrawn or applied. . . .” 

122 “For purposes of determining its status as a holder in due course, the bank has given 

value to the extent that it has a security interest in an item and a bank which takes a 

negotiable instrument before maturity for deposit in a checking account in good faith 

and without notice of any claim or defense is a holder in due course to the extent that 

credit given for the instrument is withdrawn or applied, whether before or after maturity, 

before the bank has had a reasonable opportunity, after having received notice of a claim 

or defense, to charge back the amount of the interest purchased or credit given.” 


123 § 4-211(8): “For the purpose of this section, credits first given are first withdrawn.” 
124 Britton, Bits anp Nores § 97 (1948). 
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(b) a person signing as or on behalf of a drawer who intends the 
payee to have no interest in the instrument; 


(c) an agent or employee of the drawer who has supplied him 
with the name of the payee intending the latter to have no 
such interest. 


(2) Nothing in this section shall affect the criminal or civil liability 
of the person so indorsing. 


The concept introduced is that in none of the listed situations does the 
paper become bearer paper as under Negotiable Instruments Law Sec- 
tion 9(3).125 However, the indorsement by the impostor or by his con- 
federate is “effective,” which means that title to the instrument can pass 
by such indorsement. The net result, then, is the same as the result 
under the present statute, except that subparagraph (1) (c) of Section 
3-405 codifies a view contrary to the present weight of authority.1?¢ 
By the present view, if an agent merely supplies the names of person 
to whom checks are drawn by another, in as much as the actual drawer 
of the checks intends the designated payee to have an interest in the 
paper, a signature by the furnisher of the name is a forgery; under the 
Code, however, that signature is effective. 


Section 3-406'!27 codifies and expands the rule of Young v. Grote,}*° 
recognizing a duty owed by a drawer both to subsequent takers and to 
the drawee to draw the instrument so as not to facilitate material altera- 
tion or forgery. Furthermore, an additional duty rests on the drawer 
of checks to examine his returned vouchers to determine whether there 
has been a forgery or a material alteration.12® The penalty for the 
drawer’s failure to use reasonable care is either (1) liability for damages 
caused to the bank, which would be the amount of money which the 
bank could have recovered from the forger or alterer but for the failure 


125 Snyder v. Corn Exchange National Bank, 221 Pa. 599, 79 Atl. 876 (1908). 

126 National Union Fire Ins. Co. v. Mellon National Bank, 276 Pa. 212, 119 Atl. 910 

(1923). 

127 “Any person who by his negligence contributes to a material alteration of the instru- 

ment or to the making of an unauthorized signature is precluded from asserting the 

alteration or lack of authority against a holder in due course or a drawee who pays the 

instrument in good faith.” 

128 4 Bing. 258, 180 Eng. Rep. 764 (C. P. 1827). 

129 § 4-506: “(1) Where a bank sends to its customer a statement of account accompa- 

nied by items paid in good faith in support of the debit entries or sends notice to him 

that such a statement is ready for delivery 

“(a) the customer must exercise reasonable care to examine the statement and 

items to discover his unauthorized signature or any alteration and must 
notify the bank promptly after the discovery thereof; he is liable to the 
bank for any loss suffered by it in respect to his items resulting from his 
failure to do so; and 


“(b) except as provided in subsection (2) a customer who does not within 
ninety days discover and report his unauthorized signature or any material 
alteration on the face of any such item is precluded from asserting against 
the bank both such unauthorized signature or alteration and an unauthorized 
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to give notice,!2®* or (2) in the event of a delay for more than 90 ‘days, 
an estoppel against the drawer’s denying liability at all on either the 
particular instrument or on subsequent instruments forged or altered by 
the same party. Statutes of similar nature exist in most states today.1°° 


With respect to checks, drafts, and notes on which the signature of 
the drawer or maker is forged, the doctrine of Price v. Neal'*! is re- 
tained.'** The effect of this is that if payment is made by the maker 
or drawee on such an instrument to a holder in due course, the money 
so paid may not be recovered. And, by the same principle, money paid 
by*a drawee when the drawer’s account is insufficient may not be 
recovered from the holder paid,!** even though the holder is not a 
holder in due course. 


The basis for retention of Price v. Neal is the need for a point of final 
settlement, either after a payment or after an acceptance. Under ex- 
isting statutes and agreement forms drawn up by banks, the determina- 
tion of this point of final settlement may become difficult. Where 
money is paid over the counter to the presenter, no difficulty exists; the 
payment over is final. Where the transaction takes the form of credit to 
the account of a depositor, however, under existing law no uniformity 
can be spelled out, largely because of diversified banking agreements. 
In many cases, the drawee’s bookkeeping entries crediting the depositor’s 
account were held irrevocable.!*4 Under Article Four of the Code, recog- 
nition is given to the custom of banks to use deferred posting, and the 


bank will have a right to charge back, within a prescribed time limit. 
The Code provides: 


(1) Unless an earlier time is agreed, where an authorized settlement 
for a demand item (other than a documentary draft) payable by [at] 


signature or alteration by the same person on an item paid in good faith 
by the bank subsequent to the sending of the first item or notice to the 
customer and before receipt of notification form the customer of any such 
signature or alteration. 
“(2) A customer who has not for good cause examined such statement and items may 
within thirty days after such cause ceases to operate demand recredit or repayment for 
the amounts paid on items materially altered or bearing his unauthorized signature.” 
1294 As under the present statute and common law decisions, as typified in First National 
Bank v. Allen, 100 Ala. 476, 14 So. 885 (1898). 
130 § 4-205, Comment 1 (Spring, 1950 draft). 
131 8 Burr. 1854, 97 Eng. Rep. 871 (K. B. 1762). 


132 § 3-418: “Except for recovery of bank payments as provided in the Article on Bank 
Deposits and Collections (Article 4) and except for liability for breach of warranty on 
presentment under the preceding section, payment or acceptance of any instrument is 
final in favor of a holder in due course, and so far as concerns a stop order or the 
sufficiency of the drawer’s account is final in favor of any holder.” 

133 Accord, under present law, Riverside Bank v. First National Bank of Shenandoah, 
74 Fed. 276 (2d Cir. 1896). 

134 Cohen v. First National Bank, 22 Ariz. 394, 198 Pac. 122 (1921); Schutte v. Citizens’ 


Bank of Hanesville, 3 La. App. 546 (1928): First National Bank v. Mammoth Coal Co., 
194 Ky. 580, 240 S. W. 78 (1922); Hay v. First National Bank, 244 Tl. App. 286 (1927). 
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or through a bank, presented by mail or through a clearing house has 
been made before midnight of the day of presentment the payor bank 
may revoke the settlement and recover any payment if before its mid- 
night deadline it 


(a) returnes the item; or 


(b) sends written notice of dishonor or non-payment if the item is 
held for protest or is otherwise unavailable for return. 


(2) If an item is presented to a payor bank for credit on its books 
it may return such item or send notice of dishonor and may revoke any 
credit given or recover the amount thereof withdrawn by its customer, 
if it acts within the time limits and in the manner specified in the pre- 
ceding subsection.'*° 


This, then, gives the bank a period after settlement with the depositor 
during which the credit may be removed by charging back, thereby 
permitting the bank to prevent loss to itself. 


As a common law matter, money could be recovered by the paying 
drawee from a presenter who acted in bad faith’** or negligently.1%" 
These, then, were exceptions imposed on the operation of Price v. Neal. 
Under the Code, however, negligence of the recipient of the money will 
not permit the drawee to recover the money from him.'%* The person 
presenting the instrument for payment or acceptance warrants, however, 
that “he has no knowledge that the signature of the maker or drawer is 
unauthorized”;!*® consequently, if he does have such knowledge, the 
money paid him may be recovered. 


Here, again, is a new concept under the Code—that persons pre- 
senting an instrument for payment or acceptance make certain war- 
ranties.14° This is a departure from the Negotiable Instruments Law, 
in as much as the warranties listed in that law'*! are made by negotiation, 
and it is generally held that presentment to the drawee for payment is 
not a negotiation.'* 


To put this in terms of an example, under existing statutes, money 
paid to a person in possession of an instrument under a forged indorse- 
ment could be recovered by the payor from the person so paid under 


135 § 4-401. . 

136 Banca Commerciale Italiana Trust Co. v. Clarkson, 274 N. Y. 69, 8 N. E.2d 281 (1987). 
137 Ellis & Morton v. Ohio Life Insurance & Trust Co., 4 Ohio St. 628, 64 Am. Dec. 610 
(1855) . 

138 § 3-418, Comment 4. 

139 § $-417(1) (c). 

140 § § 3-417 and 4-210. 

141 NecoTiaBLe InstruMENTS Law § § 65 and 66. 


142 State Planters Bank & Trust Co. of Richmond, Va. v. The Fifth-Third Union Trust 
Co., of Cincinnati, Ohio, 56 Ohio App. 309, 10 N. E.2d 985 (1987). 
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principles of restitution and unjust enrichment,!** while under the Code 
the recovery will be based on a warranty given by the person presenting 
for payment.'4* Similarly under the Code, a presenter warrants that 
there has been no material alteration of the document presented.!* 
Excepted from this warranty is the holder in due course who took the 
instrument accepted after the alteration. Consequently, money paid on 
an altered instrument may be recovered in most instances. as was true 
under the common law cases prior to the Negotiable Instruments Law.1** 


Section 3-410 introduces an innovation in that the drawee’s acceptance 
must now be written on the draft. This means that virtual and collateral 
acceptances!" are no longer possible; further, the drawee’s delay or re- 
fusal to return a draft does not operate as an acceptance,!4® but the 
drawee may be liable for conversion.'*® In the case of a payor bank, 
however, it is provided that: 


Unless the customer of the depositary bank has broken a presentment 
warranty (Section 4-210) he may recover from the payor bank 


(a) the amount of a demand item other than a documentary draft 
presented by mail or through a clearing house whether properly payable 
or not if the payor bank [either retains it beyond midnight of the bank- 
ing day of receipt without settling therefor or having settled on that day] 
does not return the item or send notice of dishonor until after its mid- 
night deadline; or 


(b) the amount of any other properly payable item presented to it 
if the payor bank within the time allowed for acceptance or payment 


143 State Planters Bank & Trust Co. of Richmond, Va. v. The Fifth-Third Union Trust 
Co., of Cincinnati, Ohio, supra note 142; Canal Bank v. Bank of Albany, 1 Hill 287 
(N. Y. 1841). 
144 § 3-417, “(1) Unless otherwise agreed any person who obtains payment or acceptance 
and any prior transferor by indorsement and for consideration warrants to a party who 
pays or accepts in good faith 
“(a) that he has a good title to the instrument or is authorized to obtain pay- 
‘ment or acceptance on behalf of one who has a good title; 
“(b) that he has now (sic) knowledge of any effective direction to stop payment; 
and 
“(c) that the instrument has not been materially altered, and that he has no 
knowledge that the signature of the maker or drawer is unauthorized, except 
that such warranties are not given by a holder in due course who has taken 
the instrument accepted after such alteration or signature. This exception 
applies even though a draft has been accepted ‘payable as originally drawn’ 
or in equivalent terms. .. .” 
145 § $-417(1) (c), quoted supra note 144. 


146 Marine National Bank v. National City Bank, 59 N. Y. 67, 17 Am. Rep. 305 (1874). 
147 NecoTIABLE INstkuMENTS Law § § 184 and 135. 


148 As under NecotrasLe InstruMENTS Law § 137. ’ 
149 § 8-419: “(1) An instrument is converted when 
“(a) a drawee to whom it is delivered for acceptance refuses to return it on demand; or 


“(b) any person to whom it is delivered for payment refuses on demand either to pay 
or to return it; or 
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of that item neither settles for it nor returns it and any accompanying 
documents.15° 

This, then, is a retention of Negotiable Instruments Law Section 137 so 
far as it pertains to banks. This provision seems to reflect the under- 
lying thesis of the Bank Deposits and Collections Article that expeditious 
handling of all items is a primary obligation of depositary, collecting, and 
payor banks. 

The Bank Deposits and Collections Article’s very existence is an in- 
novation, since there is no previous uniform legislation sponsored by the 
National Conference of Commissioners on Uniform State Laws. The 
Bank Collection Code and Model Deferred Posting Statutes, sponsored 
by the American Bankers Association have been widely adopted, how- 
ever. 

A detailed analysis of Article 4 of the Code is not possible within the 
limits of this article; however, its operation has been ably discussed else- 
where.!®!_ While there have been many changes in the Article since the 
study was written, in the main that discussion is an accurate treatment 
of the Article in its present form. 

The Article sets forth certain prescribed methods of dealing with 
collection paper. Other practices are listed which are not permissible.'*? 
These rules are so drafted as to minimize the risk of loss through im- 
proper handling or bank failure during the collection process. While it 
is not practicable to review here all of the provisions of the Article, 
attention is invited to one section: 

(1) Notwithstanding Section 1-107 the rights and obligations pro- 
vided in this Article may be waived or modified by agreement except 
that no agreement can 

(a) limit a bank’s liability for its own negligence or lack of good 
faith; or 

(b) limit a collecting bank’s liability for authorization or ratification 
of a remittance in the form of a payor bank’s primary obligation; or 


“(c) it is paid on a forged indorsement.” 
Subparagraph 1(c) is new, codifying present case law. Blacker & Shepard Co. v. Granite 


Trust Co., 284 Mass. 9, 187 N. E. 58 (1933). 

150 § 4-403. 

151 Note, 50 Cou. L. Rev. 802 (1950). : 
152 One somewhat dubious method of handling authorized by the Article is exemplified 
in § 4-204(2) (“sending an item direct to a payor bank is not improper handling. . . .”). 
An illustration of restrictions on methods of dealing with collection items is § 4-205 (“ (1) 
Where a bank has received an item under instructions to collect and remit or to pay and 
remit, remittance by its own cashier’s check, certificate of deposit or other primary obli- 
gation is improper unless authorized or ratified by the bank’s transferor. If the bank 
suspends payments any officer or director who has authorized such a remittance with 
knowledge that it was improper becomes liable as a surety for the bank to all prior parties 
for the amount. ... (3) If by its midnight deadline a collecting bank fails to return 
an improper remittance or send it for collection, the bank becomes liable as if it had 
received final payment.”). 





——— 


EE 





Se 


THE BANKING LAW JOURNAL 651 


(c) extend a time limit fixed by this Article except as otherwise pro- 
vided in the following subsections; or 


(d) limit a bank’s obligation on written orders to stop payment; or 
(e) limit the measure of damages for improper handling. . . .15* 


Authorities presently differ on the effectiveness of exculpatory clauses 
inserted by banks in their stop payment orders and other banking agree- 
ments.!54 The Code narrowly restricts the power of banks to limit their 
liability. One major limitation on the liability of the bank is found. 
however, in the Code’s provision that: 


A bank which does not return an item to its customer within a rea- 
sonable time after receiving it for collection must use [diligence and] 
good faith in... (b) selecting intermediary banks or agents but is 
otherwise not liable for the insolvency of or for improper handling by any 
intermediary other than its own branch or employee. . . .155 


This is the so-called Massachusetts rule of non-liability for correspond- 
ents, and it will amount to a restriction on the liability of banks taking 
documents for collection. 


The Article on Bank Deposits and Collections and the Article on 
Commercial Paper are written in an effort to state basic principles in as 
simple a form as possible. This achievement of simplicity is possibly 
best illustrated by the sections of the Code dealing with presentment, 
notice of dishonor, and protest. It is worthy of note that in the Nego- 
tiable Instruments Law more than one-third of the 196 sections apply 
to these matters.5* The Code covers the same material in eleven sec- 
tions. There have been modifications in the requirements for present- 
ment, notice, and protest, all directed toward simplifying the process. 
For example, the method of presentment is divested of any requirement 
that the instrument be exhibited,*” unless the person to whom present- 
ment is made requests such exhibition.1** In short, technical objections 
to the presentment must be made by the person to whom presentment 
is made, or any demand for payment or acceptance is sufficient. 


The development of uncomplicated procedures for dealing with com- 
mercial paper will certainly serve the needs and interests of commercial 
people. And this, it would seem, is the ultimate test which the Code 
must meet—will it foster an expedient solution to commercial problems? 
It can only do so if it is written with a full appreciation of those prob- 


153 § 4-103. 

154 See Leary, Some Clarifications in the Law of Commercial Paper Under the Proposed 
Uniform Commercial Code, 97 U. or Pa. L. Rev. 354, 366 (1949). 

155 § 4-202. 

156 OgpEN, NecoTIABLr INstRUMENTS 384 (1947). 

157 § § $-504 and 4-303. 

158 § 3-505. 
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lems and of the methods used by people in commerce to cope with them. 
Reference to one final innovation (though there are many not covered 
in this discussion) will serve, perhaps, to demonstrate that the third and 
fourth Articles of the Code were written with an eye toward what com- 
mercial men do. The modification here alluded to is, briefly stated, that 
presentment for payment and notice of dishonor are not required in order 
to create liability on the part of the indorsers of a promissory note, unless 
they add to their indorsement, “Presentment required.”!5® This is a 
fundamental departure from existing law.'® 


Why should such a fundamental change be made? The reason set 
forth in the Comments is, in effect that almost all notes have clauses in 
them waiving presentment and notice anyway. At first blush, this 
reminds one of the story of the traveler who narrowly escaped hurtling 
his car over an unmarked precipice. He asked a native why no sign had 
been erected to warn of the cliff, and the native’s reply was that there 
had been a sign on the spot for many years, but nobody drove over the 
brink, so the sign was removed. In short, this section of the Code would 
appear to deprive all indorsers of the protection of notice, merely because 
most indorsers did not use the protection anyway. So approached, the 
change would seem to promise only an undesirable trap for the unwary. 


But, observed from the point of view of the long-range purpose of 
the Code, an instrument to govern commercial dealing, this change be- 
comes defensible, and, indeed, commendable. The Code is written to 
govern commercial dealings; consequently, it must reflect all that is 
customary in such dealings, or, like Lord Holt’s blunder in Clerke v. 
Martin,’ the Code will be foredoomed to failure. The final suggestion 
is here made, therefore, that Articles 3 and 4 of the Code have been 
written with a full realization of the best of modern commercial under- 
standing, and it consequently may be expected to embody a working 
tool by which commercial problems may be solved. 


159 § $-501. 

160 NecoT1aBLe InstruMENTS Law § § 66, 70, and 89. 

1612 Ld. Raym. 757, 92 Eng. Rep. 6 (K. B. 1702). Lord Holt held, contrary to the 
established custom of merchants, that a promissory note was not a negotiable instrument. 
His decision could last for only two years, when it was changed by statute. 





BANKING DECISIONS 


In this department are published each month all of the important deci- 
sions of the Federal and State Courts mvolving questions pertaining 
to the law of banking and negotiable instruments. The experiences 
they disclose deserve careful attention and study of bankers, bank 
counsel, the depositor and the bank student seeking advancement. 








Validity of Pledge of U. S. Savings Bonds 
to Bank 


A husband and his wife were joint owners of U. S. Savings 
Bonds. The husband endorsed the bonds and deposited them 
with a Pennsylvania bank as collateral for loans made to the 
husband. According to the statement of the court the wife 
agreed to have the husband pledge the bonds as security for his 
loans. The husband was later declared bankrupt and the 
trustee in bankruptcy brought suit against the bank claiming 
that the bonds had been invalidly pledged and were part of 
the insolvent husband’s estate. 

The court held (notwithstanding treasury regulations that 
either co-owner may cash the bonds and terminate the interest 
of the other co-owner) that under Pennsylvania law the bonds 
were held by the husband and wife as tenants by the entirety. 
Though the wife agreed to have the bankrupt pledge the bonds 
as security for her husband’s loans, it did not follow, said the 
court, that she agreed to give up her interest in the bonds. 
Therefore the court concluded that since the bonds were always 
held by the husband and his wife as tenants by the entirety 
neither the husband’s creditors nor his trustee in bankruptcy 
could reach the bonds in the hands of the bank. In re Smulyan, 
U. S. District Court, Pennsylvania, 98 Fed. Supp. 618. 


WATSON, C.J.—This is a Petition for Review of the Referee’s Order 
denying Trustee’s petition for an order directing the Hazleton National 
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Bank of Hazleton, Pennsylvania, to turn over certain personal property 
to the Trustee in Bankruptcy. 

Frederick R. Gallagher, Trustee of the Estate of Harry Y. Smulyan, 
Bankrupt, presented to the Referee in Bankruptcy a Petition to Direct 
Surrender of Property, alleging therein that the bankrupt was the owner 
of certain United States Savings Bonds, Series “E”, purchased prior to 
March 9, 1948, all of which were made payable to “Harry Y. Smulyan 
or Mrs. Marion Smulyan”; that on various dates prior to March 9, 1948, 
the bankrupt endorsed the bonds and deposited them with the Hazleton 
National Bank in an attempt to pledge or hypothecate them as col- 
lateral for loans made from the said bank to the bankrupt; that after 
the filing of the Involuntary Petition in Bankruptcy on June 2, 1950, 
and the adjudication of bankruptcy on June 5, 1950, the bank cashed 
or redeemed said bonds and applied the proceeds against the balance 
of the bankrupt’s unpaid loans. The trustee contends that the bonds, 
or the proceeds thereof, are the property of the bankrupt estate and 
that the bank should be directed to surrender these bonds or their pro- 
ceeds to the trustee for the benefit of the estate. 


The Referee in Bankruptcy denied the petition on the ground that 
the bonds were held by the bankrupt and his wife as tenants by the 
entirety and consequently formed no part of the estate of the bankrupt. 
The trustee now has filed this Petition for Review of the Referee’s 
Order. 

The primary and controlling question in the case is whether the 
bonds in dispute, issued in the names of “Harry Y. Smulyan or Mrs. 
Marion Smulyan”, were owned by them as tenants by the entirety. If 
the bonds were held by the entirety, and such estate was not terminated, 
it is clear that the bonds are not part of the bankrupt’s estate. 


The question involved has not been determined by the appellate 
courts of Pennsylvania, but a number of the lower courts in Pennsyl- 
vania have ruled on the question. A majority of the lower courts 
deciding the question have held that a tenancy by the entireties is 
created when United States Savings Bonds are issued in the names of 
“Husband or Wife”. Two of the lower courts, however, have held that 
ownership of these bonds cannot be held by the entirety in Pennsyl- 
vania? 


In Yocum v. Yocum, 46 Schuyl. Leg. Reg. 164, wherein the court 


held that ownership of these bonds cannot be held by the entirety, the 
court stated: “It is evident from the Federal Regulations that the 


1 Bowie Estate, 1950, 73 Pa. Dist. & Co. R. 264; Halstrick v. Halstrick, 1946, 56 Pa. 
Dist. & Co. R. $49; Moyer v. Moyer, 1946, 39 Luzerne Leg. Reg. 228; Fox v. Fox, 1946, 
26 Wash. 171, 173; "Commonwealth of Pa. v. Long, 1945, 28 West. 11. 


* 2 a v. Yocum, 1951, 46 Schuyl. Leg. Reg. 164; Ruben v. Ruben, 1947, 95 Pittsb. 
&- 
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bonds do not have the normal incidents of an estate by the entireties 
because either coowner by receiving payment can defeat the right of 
the other person who then ceases to have any interest in the bond.” 


The above court overlooked the fact that the Pennsylvania Supreme 
Court has repeatedly held that where money is deposited in the name 
of “Husband and Wife” or “Husband or Wife”, using both names, or 
securities are held in the same manner, a tenancy by the entireties is 
created in the money® and the securities,* and the fact that either 
spouse has the power to withdraw funds or convert securities into cash 
does not alter the character of.the estate. The money thus withdrawn 
is impressed with the entirety provision that it is the property of both.5 

This Court cannot, therefore, state that a United States Savings 
Bond, Series “E,” registered in the name of “Husband or Wife” is not 
held by them as tenants by the entirety merely because it is payable 
to either of the inscribed owners. 

In Ruben v. Ruben, 95 Pittsb. Leg. J. 65, the court also refused to 
find that the husband and wife held the bonds as tenants by the en- 
tirety on the theory that the regulations of the Treasury Department 
governing United States Savings Bonds have the force of law and 
supersede the laws of the Commonwealth of Pennsylvania insofar as 
this particular type of property is concerned, and a Savings Bond is to 
be differentiated from a bank account standing in the name of “Husband 
or Wife”. 

It is true that the rights of the owners of these bonds under Penn- 
sylvania law are superseded by the Federal law to the extent that the 
rights under Pennsylvania law are inconsistent with the Federal law 
or regulations promulgated by the Secretary of the Treasury. United 
States v. Dauphin Deposit Trust Co. et al., 1943, D. C. M. D. Pa., 50 
F. Supp. 73. We may take notice of these regulations. 

The regulation governing the issuing of Series “E” bonds provides 
that they may be issued only in three ways:® 

(1) One person. In the name of one person, for example: “John 
A. Jones”. 

(2) Two persons; coownership form. In the names of two (but not 
more than two) persons in the alternative as coowners, for example: 
John A. Jones or Mrs. Ella S. Jones. No other form of registration 
establishing coownership is authorized. 


3In re Gallagher’s Estate, 1945, 352 Pa. 476, 48 A. 2d 132; In re Berkowitz’s Estate 


(No. 1), 1942, 344 Pa. 481, 26 A. 2d 296; Berhalter v. Berhalter, 1934, 315 Pa. 225, 
173 A. 172. 
4 Wilbur Trust Co. v. Knadler, 1936, 322 Pa. 17, 185 A. 319. 


5 In re Gallagher’s Estate, supra; Geist et al v. Robinson, 1938, $382 Pa. 44, 1 A. 2d 
153; Berhalter v. Berhalter, supra. 


6 “31 C. F. R. $15.4.” 
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(3) Two persons; beneficiary form. In the name of one (but not more 
than one) person, payable on death to one (but not more than one) 
other person, for example: John A. Jones, payable on death to Miss 
Mary E. Jones. 


Mr. and Mrs. Smulyan bought the bonds under the coownership 
form (2) supra. As to the coownership form, the regulations further 
provide that during the lives of both coowners, the bond will be paid 
to either coowner upon his separate request without requiring the signa- 
ture of the other coowner; and upon payment to either coowner the 
other person shall cease to have any interest in the bonds.’ As to 
survivorship, it is provided that if either coowner dies without having 
presented and surrendered the bond for payment or authorized reissue, 
the surviving coowner will be recognized as the sole and absolute owner 
of the bond and payment or reissue, as though the bond were registered 
in his name alone, will be made only to such survivor.® 


As was stated in Halstrick v. Halstrick, 56 Pa. Dist. & Co. R. 349, 
“It will thus be observed that where a husband purchases Savings Bonds, 
Series “E”, in his name and that of his wife, as coowners, under the 
regulations of the Secretary of the Treasury, there is created an estate 
involving unity of interest, title, time and possession, with the right of 
survivorship, and it has been held under our State laws, that where 
the property is so taken and held, that is, in the name of “Husband and 
Wife”, or “Husband or Wife”, where these unities are present, the estate 
thus created is one by entireties. In re Klenke’s Estate No. 1, 1905, 210 
Pa. 572, 60 A. 166. The incidents of ownership of the bonds by the 
husband and wife, as coowners, laid down in the Federal Regulations 
are the same as those which create an estate by the entireties in our 
State law, and there is nothing in holding that the husband and wife 
own the property as tenants by the entirety which runs counter to the 
Federal Regulations.” - 


Having determined that the bonds were initially held by the bank- 
rupt and his wife as tenants by the entirety, it is necessary to determine 
whether this estate was ever destroyed in such a manner as to vest 
ownership of the bonds, or the proceeds thereof, in the bankrupt as an 
individual. 


It is the contention of the trustee that the estate by the entireties 
was terminated when the bonds were endorsed by the bankrupt and 
pledged as collateral for his personal debt. A tenancy by the entirety 
may be terminated by agreement between the parties, but such was 
not present here. Though the wife agreed to have the bankrupt pledge 


7 “31 C. F. R. $15.45 (a).” 
8 “$1 C. F. R. $15.45(c).” 
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the bonds as security for his loans, it does not follow that she agreed 
to give up her interest in the bonds. 


A tenancy by the entirety may also be terminated by the fraudulent 
withdrawal of the corpus of the funds for the exclusive use of one and 
for the purpose of depriving the other of any use thereof or title thereto. 
Berhalter v. Berhalter, supra. In the instant case there is no evidence 
that the bankrupt was guilty of any misappropriation of the funds, in 
fact the bankrupt wife agreed to the pledge of the bonds. 

The trustee further relies on the theory that the bonds were all 
purchased with the bankrupt’s funds and, therefore, to relieve the 
transaction from the taint of “constructive fraud”, the wife had to show 
her husband’s debts were not out of proportion to his estate at the time 
of purchase. Though it is true that the wife may have such a burden 
placed upon her where the husband was heavily indebted at the time 
of purchase,® the trustee has presented no evidence of heavy indebted- 
ness at the time the bonds were acquired which would support an 
inference of “constructive fraud” in the purchase of these bonds. 

Having found that the bonds were held by the bankrupt and his 
wife as tenants by the entirety, and that such estate was not terminated 
at any time, the bonds or their proceeds clearly were never part of the 
bankrupt’s estate. The bonds not being a part of bankrupt’s estate, it 
is unnecessary for this Court to determine the validity of the pledge 
of the bonds as security for the bankrupt’s personal debts.?° 


An order denying the petition of the trustee will be filed herewith. 


® Shaver v. Mowry, 1918, 262 Pa. $81, 105 A. 505. 


10 “31 C. F. R. 315.11”—“. .. A savings bond may not be hypothecated or pledged 
as collateral for a loan or used as security for the performance of an obligation, except 
as provided in Section $15.12.” 


Effect of Endorsement on Face of Note on 


Rights of Subsequent Holder 


Tully sold a beer cooler to the Halls taking a promissory 
note for the credit portion of the purchase price. Tully then 
transferred the note to a finance company which required Tully 
to “endorse” the instrument on its face above the signatures of 
the Halls. Claiming that the cooler was defective, the Halls 
refused payment and contended that the fnance company was 
not a holder in due course since the signature of Tully on the 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) §679. 
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face of the note rendered the finance company the first bearer 
and payee of the note. White System of New Orleans, Inc. v. 
Hall et al, Supreme Court of Louisiana, 53 So. Rep. (2d) 227. 
Rejecting other contentions of the Halls and holding that the 
finance company was an endorser and holder in due course the 
court stated in part: 


“Tully’s signature on the face of the note, written just above the 
signatures of the defendants, the makers thereof, does not necessarily 
constitute him a maker of the note. Indorsements are usually and 
customarily written on the back of a note, but the writing of them in 
that particular place is not essential to a valid transfer of the note. 
Act 64 of 1904, Section 31, LSA-R. S. 7:31, provides that the indorse- 
ments must be written on the instrument itself or upon a paper at- 
tached thereto, and that the signature of the indorser without additional 
words is a sufficient indorsement. The act therefore does not provide 
or designate any particular place on the note for an indorsement to be 
written. Furthermore, Section 30 of the same act, LSA-R. S. 7:30, 
provides that, if a note is payable to bearer, it is negotiated by delivery. 
Under the facts in the instant case, since the note was payable to bearer, 
it was negotiated by the defendants, Frank and Willie Mae Hall, by 
delivery to the seller of the beverage cooler, Frank J. Tully. He there- 
after sold and delivered the note to plaintiff for value, the sum of $490.00 
paid to him in cash, and he at that time was required to sign his name 
to the note as an additional security. Under the facts and circumstances 
the effect of Tully’s signature was to constitute him, not a maker, but 
an indorser with recourse. 

Defendants also contend that plaintiff was an immediate party to 
the note for the reason that it directed the whole transaction, and thus 
took the note subject to any equities or defenses existing in favor of 
the defendants and against the vendor of the cooler. 


The evidence in this case does not support this contention. The 
note and the chattel mortgage were executed on forms furnished by 
plaintiff, and the interest, carrying charges, and installments were com- 
puted from tables furnished by it, and, further, plaintiff agreed to 
finance the transaction or purchase the note prior to the time the sale 
was actually made. Plaintiff did not, however, have any business deal- 
ings with defendants. In fact, defendants did not even know that the 
White System had acquired the note until some time after its execution 
by them, and also after the execution of the sale and the chattel mort- 
gage. Defendants do not contend, and there is no evidence in the record 
to indicate, that plaintiff knew Tully was delivering or selling to these 
defendants a defective box, if the box actually was defective. The 
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evidence is conclusive that Tully owned no interest in plaintiff’s busi- 
ness and was not connected with its business in any way. 

Section 52 of Act 64 of 1904, LSA-RS 7:52, provides that a holder 
in due course is a holder who has taken the instrument under the fol- 
lowing conditions: That it is complete and regular upon its face; that 
he became the holder of it before it was overdue, and without notice 
that it had been previously dishonored, if such was the fact; that he 
took it in good faith and for value; that, at the time it was negotiated to 
him, he had no notice of any infirmity in the instrument or defect in the 
title of the person negotiating it. Section 57 of the same act, LSA-RS 
7:57, provides that a holder in due course holds the instrument free from 
any defect of title of prior parties and free from defenses available to 
prior parties among themselves, and may enforce payment of the instru- 
ment for the full amount thereof against all parties liable thereon. 


. . . Counsel for defendants have cited several cases from other 
jurisdictions wherein the courts refuse to recognize that finance com- 
panies may be holders in due course in installment credit sales. Com- 
mercial Credit Corporation v. Orange County Machine Works et al., 
34 Cal. 2d 766, 214 P. 2d 819; Commercial Credit Co. v. Childs, 199 
Ark. 1073, 137 S. W. 2d 260, 128 A. L. R. 726; Buffalo Industrial Bank 
v. De Marzio, 162 Misc. 742, 296 N. Y. S. 783, reversed on other grounds 
6 N. Y. S. 2d 568. See also Adelson, The Mechanics of the Installment 
Credit Sale, 2 Law and Contemporary Problems, 218, 225; Note, 53 
Harv. L. Rev. 1200; Note, 57 Yale L. Jour. 1414; Note, 25 St. John’s 
L. Rev. 107. The basis of those decisions is a feeling by the judiciary 
that, by using the Negotiable Instruments Law as a shield, the finance 
company is given an unfair advantage over the consumer buyer. There 
is undoubtedly some justification for this view, but steps to equalize 
their positions and regulate installment credit sales should be taken 
by the Legislature, and not by this court in view of the clear provisions 
of the Negotiable Instruments Law. 


Federal Savings and Loan Association Per- 
mitted to Advertise as Savings Bank 


The New York Supreme Court has recently held that a 
New York statute prohibiting a National Bank from using the 
word “savings” in its advertising was unconstitutional. See 68 
Banking Law Journal 408 (July 1951). A Federal Court in 
California has recently reached a similar result in refusing a 
petition brought by the California Superintendent of Banks to 
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enjoin a local federal savings and loan association from repre- 
senting itself as a savings bank. People of State of California 
et al v. Coast Federal Sav. & Loan Assn., United States Dis- 
trict Court, California, 98 Fed. Supp. 311. Excerpts from the 
opinion of the court follow: 


In its various types of advertising, defendant uses a part of its 
corporate name, viz: “Coast Federal Savings”. It uses such phrases 
as “Your savings account opened by the 10th earns interest from the 
Ist,” “Open your Coast Federal Savings account, now,” “Place your 
savings at Coast Federal,” and “You can get your money when you 
want it.” 


Through emphasis upon certain words used in adjoining window 
signs, the very myopic would read, from a distance, “Coast Federal 
Savings Bank.”? Supervisory personnel of the Board saw such signs 
frequently. They were removed at the request of the Board about 
seven months before this action was commenced, but only after the 
Board received complaints, including those of the Superintendent. 
Thereafter, defendant’s signs recited that it was a “Member of Federal 
Home Loan Bank,” without emphasizing the word “bank.” .. . 


Not only does the act of Congress which authorized the creation, 
operation and supervision of federal savings and loan associations by 
the Home Loan Bank Board, embrace the entire field, but the com- 
prehensive rules and regulations adopted by the Board clearly meet 
the test of covering the subject matter of the statute. Congress has the 
power to protect the instrumentalities which it has created. U. S. 
Constitution, Art. I, sec. 8, cl. 18, U. S. C. A. Federal Land Bank 
v, Bismarck Lbr, Co,, 1941, 314 U. S. 95, 62 S. Ct. 1, 86 L. Ed. 65. It 
seems clear that Congress has preempted the field, making invalid the 
state statutes plaintiffs rely upon . . . when attempted to be invoked 
against a Federal savings and loan association. U. S. Constitution, 
Art. VI, cl. 2, U.S.C. A:... 


As stated in Eddy v Home Federal Sav. & Loan Ass’n, 60 Cal. App. 
2d 42, 140 P. 2d 156, 158: “Further, a building and loan association 
organized under the Home Owners Loan Act is not a national bank 
and the powers and duties of the two materially differ.” As to national 
banks, Congress expressly left open a field for state regulation and the 
application of state laws; but as to federal savings and loan associations, 
Congress made plenary, preemptive delegation to the Board to organize, 


3 Four adjoining windows bore the following signs respectively: “Coast Federal,” “Fed- 
eral insurance,” “Savings accounts,” and “Member of Federal Home Loan Bank;” the 
emphasized words appeared in much larger lettering, either above or below the other 
word or words on each window. . 
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incorporate, supervise and regulate, leaving no field for state super- 
vision. ... 

To put it charitably, the Board may have been lackadaisical in the 
exercise of its plenary powers but this does not, per se, breathe validity 
into state regulatory statutes within a field preempted by the Federal 
government. .. . The Board possesses the power to correct the matters 
complained of by the plaintiff by the enforcement of its own regulations. 


We hold that the state statutes which plaintiffs seek to enforce are 
invalid, as applied to this defendant. (Italics added, Ed.) 


Bank’s Suit Compels Deposit of Public 
Funds 


A Tennessee county court had appointed a finance commit- 
tee with full power to contract with any bank for the deposit 
of county funds. The finance committee entered such a con- 
tract with the Claiborne County Bank. On refusal to the 
County officers to perform this contract the bank brought suit. 


The Supreme Court of Tennessee held that the County officers 
would be compelled to deposit the funds according to the agree- 
ment by the bank and the finance committee. State ew rel. 
Claiborne County Bank et al. v. Runions, Supreme Court of 
Tennessee, 241 S. W. Rep. (2d) 918. The opinion of the 
court is as follows: 


PREWITT, J.—The bill was filed by complainants to require 
Trustee Reunions of Claiborne County to show cause why the peremp- 
tory writ of mandamus should not issue so as to order him to comply 
with the contract entered into by the Finance Committee of Claiborne 
County with the complainant bank, as authorized by Sections 1039 to 
1044, inclusive, of the Code. 


The Quarterly County Court of Claiborne County by resolution 
appointed a Finance Committee with full powers to contract with any 
bank, or banks, for the deposit of the county’s funds. The contract 
in question followed whereby the county agreed to deposit all its funds 
for a period of one year with a provision for four one-year renewals in 
consideration of the bank paying $1 per year interest and in further 
consideration of the bank cashing county warrants and holding some 
without interest until the county has funds available with which to take 
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up and discharge the warrants. The defendant trustee refused to deposit 
the funds in said bank, and the suit resulted. 

We think the Chancellor was correct in holding that the defendant 
trustee is bound by the resolution adopted by the county court and 
contract entered into in accordance with said resolution. 

It further appears that the contract entered into is in accordance 
with the Sections of the Code above referred to. There is nothing in 
the record to show but what the committee accepted the highest and 
best bid to pay interest on the daily balances of the county’s funds. 

Objection is also made to the fact that the contract is for five years. 
However, it must be noted that the contract provides that it must be 
approved each year by the county judge, who is Chairman of the 
Finance Committee. We cannot say that a contract of this nature 
for five years is an unreasonable time. 

We have considered all the assignments of error and find them 
without merit. The decree of the Chancellor is affirmed. 


Bank’s Lien for Future Advances Prevails 
Over Federal Tax Lien 


In 1947 a Georgia banker made a $2,000 loan to Gatzke 
secured by a bill of sale of an automobile and furniture. This 
bill of sale to secure the loan was recorded as required by law. 
In 1948 the Federal Government filed a notice of a tax lien 
against Gatzke in the office of the Clerk of the Superior Court. 
In 1949 without actual notice of the tax lien the banker ad- 
vanced $700 more to Gatzke, the original debt having been 
reduced to $60. 


In a dispute between the bank and the United States as to 
priority of liens, the court held that the bank prevailed as to 
its lien for $760 over the Government since the original bill 
of sale secured future loans by the bank and such a provision 
was effective under Georgia law as to later attaching creditors. 
Peoples Bank v. United States, U. S. District Court, Georgia, 
98 Fed. Supp. 874. 

The court explained its decision as follows: 


Plaintiff's right to prevail involves a construction of 26 U.S. C. A. 
§ 3672, particularly with reference to the relative priorities given therein 


‘NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) §880. 
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and those arising under decisions of Georgia Courts pertaining to the 
holders of bills of sale on personal property to secure debt. The 
Georgia law will first be considered. 

The plaintiff bank relies primarily upon decision of the Georgia 
Supreme Court in the case of Hurst v. Flynn-Harris-Bullard Company, 
166 Ga. 480, 143 S. E. 503. A careful study of that case will disclose 
that the policy of the Georgia law is to accord priority to the holder 
of a bill of sale to secure debt, not only to the extent of the advances 
made when the instrument was executed but also any other advances 
subsequently made pursuant to agreement in the instrument, though 
made at the option of the lender. Were this an open question in 
Georgia this court would make a different ruling for it seems that the 
greater weight of authorities, as well as the greater weight of logic and 
reason, would indicate a different rule. See 59 C. J. S., Mortgages, 
§ 258, p. 325; but see 188 A. L. R. 579 (IID). 

The Government contends, however, that the provisions of Section 
3672 of Title 26 U.S. C. A., require a finding of priority in favor of the 
Government. That section provides in part that the Government’s 
lien “shall not be valid as against any mortgagee, pledgee, purchaser, 
or judgment creditor until notice thereof has been filed by the collector 
—In accordance with the law of the State . . . in which the property 

. is situated”. The provisions in that section that the lien is not 
valid as against others until the notice has been filed is contended to 
mean that it is valid as against such others after the lien has been filed. 
Slight consideration, however, will cause the rejection of that contention. 
It was evidently the intent of Congress that the lien of the Government 
should be inferior to the rights of any pledgee, or purchaser, whose right 
accrued prior to the filing of notice of lien by the Government, as re- 
quired by the law of the state. A contrary construction would mean 
that the rights of a bona fide purchaser of property for full considera- 
tion and without notice would subsequently be divested by the filing 
of record of the Government’s lien. The rights of plaintiff bank in this 
case, to be secured for present and future advances, accrued when its 
bill of sale to secure debt was properly recorded. That instrument 
secured plaintiff bank for advances made as well as advances to be 
made in the future. The Government’s notice of tax lien was filed 
November 6, 1948, after such right of the bank had accrued. It does 
not appear that plaintiff bank when it made an additional advance- 
ment on ‘April 27, 1949, had any actual notice of the Government’s lien, 
and under the law it was not chargeable with the duty of examining 
the records to detect the same. The Government relies strongly upon 
the case of Metropolitan Life Insurance Company v. United States, 
6 Cir. 105 F. 2d 311. A careful study of that decision will disclose, 
however, that the contract lien was given priority over the Govern- 
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ment’s lien but it was ruled there could be no exercise of power of sale 
pursuant to the mortgage; the mortgagee being relegated a proceeding 
in the federal court similar to the one here under consideration. 


It does appear, however, that the bank’s original instrument covered 
both the automobile and the furniture and that when the bank made 
an additional advance a new instrument was executed which covered 
only the automobile and recited the amount of the new indebtedness. 
The question presents itself as to whether upon cancellation of the 
original bill of sale, the Government’s lien then attached to the auto- 
mobile and took priority over the new bill of sale contemporaneously 
executed and delivered. This court rules, however, that it did not, for 
the reason that there is no material and legal difference on the one 
hand between advancing additional sums under the original instrument 
and on the other hand, executing a new paper also covering the auto- 
mobile and reciting the new and increased amount of indebtedness. 
That is to say, the bank could have released the furniture from the 
original instrument, made an additional advance on the automobile, 
all the while retaining the original instrument rather than having the 
transaction evidenced by the execution of a new one. 


F.D.1.C. Suit Against Bank Officer for 


Honoring Overdrafts 


The right of a bank to sue one of its officers for wrongfully 
honoring checks drawn against insufficient funds may be as- 
signed to the Federal Deposit Insurance Corporation as pur- 
chaser of the unacceptable assets of the insured bank. 


The federal judge rejected the defense that a claim of this 
nature was not assignable at common law and therefore should 
not be assignable under the federal statute which provides: 
“Whenever in the judgment of the board of directors such 
action will reduce the risk or avert a threatened loss to the 
Corporation and .. . will facilitate the sale of the assets of an 
open or closed insured bank to and assumption of its liabilities 
by another insured bank . . . the Corporation may purchase any 
such assets. . . .” Federal Deposit Insurance Act § 18 (e). 

The court said as to this statute: “Whatever might be said 
of the adequacy of the language used, it is nonetheless apparent 
that the statutory scheme embodied in this section contem- 
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plates the unrestricted transferability of every asset of an in- 
sured bank, at least where necessary to accomplish the assump- 
tion of its deposit liabilities by another insured bank. If this 
were not so, the usefulness of the procedure employed here 
would largely be defeated, as the instant case very clearly 
illustrates. But the right to purchase an asset which is a chose 
in action, to have any meaning, must be equivalent to the right 
to bring suit upon it and reduce it to judgment. It is therefore 
concluded that the phrase “. . . purchase any such assets” ade- 
quately expresses an intention to make assignable choses in 
action included in such assets.” Federal Deposit Insurance 
Corp. v. Rectenwall, United States District Court, Indiana, 
97 Fed. Supp. 273. See B. L. J. Digest § 1075. 


Bank Liable to Depositor where President 
of Corporation Lacked Authority to 
Cash Checks 


The Federal Services Finance Corporation, a Delaware 
corporation and a depositor in the Bishop National Bank of 
Hawaii, a national banking association, brought an action 
against the Bank in the District Court for the Territory of 
Hawaii to recover the amount of twelve checks which the 
Federal Services Finance Corporation had drawn on the Bank 
payable to the order of the Waipahu Auto Exchange, Limited. 
These checks were cashed at the Bank by one Anthony Yee, 
the president of the Waipahu Auto Exchange, Limited. The 
amounts of the checks were deducted by the Bank from the 
Federal Services Finance Corporation’s account. Each check 
was endorsed “Waipahu Auto Exchange, Limited by Anthony 
Yee, President”. 


The Federal Services Finance Corporation as depositor 
and drawer of the checks claimed that Anthony Yee lacked 
authority to cash the checks payable to the corporation. The 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) §$1210, 1225. 
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Federal Court of Appeals for the Ninth Circuit agreed that 
President Yee lacked such authority by virtue of his office 
and reversed the previous judgment for the Bank. Federal 
Services Finance Corporation v. Bishop National Bank of 
Hawaii, United States Court of Appeals, 190 Fed. Rep. (2d) 
442. 


The court stated: 


We find it a sound rule of law supported by the weight of authority 
that the president of an ordinary trading corporation, such as this busi- 
ness was, is not presumed to have power solely by virtue of his office to 
cash checks payable to the corporation’s order. Singer Sewing Machine 
Co. v. Citizens’ National Bank, 1933, 111 N.J.L. 199, 168 A. 32; Dennis 
Metal Mfg. Co. v. Fidelity Union Trust Co., 1924, 99 N.J.L. 365, 123 A. 
614; L. W. Cox & Co., Inc. v. Chemical Bank & Trust Co., 1941, 175 
Misc. 1063, 26 N.Y.S.2d 38; Wagner Trading Co. v. Battery Park 
National Bank, 1920, 228 N. Y. 37, 126 N.E. 347, 9 A.L.R. 340. Cf. 
Brady on Bank Checks, 2d ed. § 169. 


This rule is but a legal recognition of familiar business practice. 
Normally, the president is not the fiscal officer of a business corporation. 
Ordinarily, checks payable to the order of a corporation are deposited 
in a bank to its credit. Ordinarily, cash required in the regular course 
of business is obtained by drawing upon the corporation’s own bank 
account. Ordinarily, if occasion arises to cash a check payable to a 
corporation, this is accomplished on the endorsement of a formally 
designated fiscal officer. If not mandatory, all of these practices are 
sufficiently familiar and customary to afford reasonable basis for judicial 
refusal to attach to the office of president of an ordinary business cor- 
poration any such legal implication of power as is here claimed. It 
follows that the judgment can not stand on the circumstance that the 
president of the corporation cashed the checks in question. 


On the present record, Yee’s lack of apparent authority to cash these 
checks is clear. Beyond the fact of Yee’s office, there is no evidence 
that any representation which emanated from the corporation or from 
the plaintiff or for which either of them was responsible caused the bank 
to accept Yee’s endorsement or to cash the checks at his request. 
Whether defendant could have made such a showing of reliance we can 
not know since defendant was not required to offer any defense. We 
decide only that without such proof apparent authority is not established. 
Restatement, Agency § 27 (1933); McNutt Oil & Refining Co. v. Mim- 
bres Valley Bank, 10 Cir. 1949, 174 F.2d 311; Quint v. O’Connell, 1915, 
89 Conn. 353, 94 A. 288. This basis of judgment also fails. 
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Credit Charges on Instalment Sale Not 
Usury 


Usury laws limit the interest which may be charged for 
money; they do not concern the credit charges on an instalment 
plan sale. The Missouri Court of Appeals in so holding de- 
cides that a purchaser of a $1,351 automobile may not complain 
that he was charged an additional $253.19 for the privilege of 
purchasing the car in instalments. The Court was emphatic: 
“The owner of property, whether real or personal, has a right 
to name the price at which he is willing to sell. He may offer 
to sell at a designated price for cash, or at a much higher price 
on a credit, and a credit sale will not constitute usury, however 
great the difference between the cash price and the credit price, 
unless the whole transaction was in fact a mere pretense and 
a sham in order to camouflage the real facts.” T'racy v. Martin, 
Missouri Court of Appeals, 289 S. W. Rep. (2d) 567. See 
B. L. J. Digest § 1565. 


Federal Court of Appeals Upholds Bank’s 
Security under Field Warehousing Plan as 
Not Violating Arizona Secret Lien Statute 


An Arizona statute provides that any lien attempted to be 
ereated on stock in trade is invalid if the borrower retains 
possession and control of the inventory. Under this statute 
it was claimed that a banker holding warehouse receipts as 
security for loans made under a field warehousing plan could 
not prevail against the general creditors of the borrower. The 
court held that the field warehousing plan was valid and the 
banker’s security was upheld. Barry v. Lawrence Warehouse 
Co., U. S. Court of Appeals, Ninth Circuit, 190 Fed. (2d) 433. 

The field warehousing plan was described by the court as 
follows: ; 


Central [the borrower] executed a lease to the warehouse company 
of a portion of its premises, containing the major part of its stock in 
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trade. Wire mesh fences were erected which separated the leased area 
from the other portions of the floor and Jocks were placed upon doors 
opening on the field warehouse area. The keys were held in the custody 
of Lawrence personnel [the warehouse company]. Conspicuous signs 
were posted at points along the enclosed area stating: 

“Notice—All Commodities in or Upon These Premises Are In The 
Custody of Lawrence Warehouse Company” 

When merchandise, purchased by Central from a multitude of whole- 
salers, jobbers and manufacturers, arrived at the premises, it was placed 
within the enclosed area. Lawrence then issued non-negotiable ware- 
house receipts for the goods in favor of the bank, in conformity with the 
Arizona Uniform Warehouse Receipts Act, Arizona Code, Ann., 1939, 
§ 52-801 et seq. Loans were made to Central by the Bank based upon 
a percentage of the cost value of this inventory. 

Persons who had formerly been employees of Central were employed 
by the warehouse company to act as custodians of the goods. Salaries 
were paid to these employees by the warehouse company, which was 
reimbursed like amounts by Central. 

As the inventory increased, more money was advanced to Central 
by the bank, on the issuance by the warehouse company of additional 
warehouse receipts. When the inventory decreased due to sales made 
by Central in the course of business, the bank required repayment of 
the loans to that extent in order to maintain a safe margin of security 
for the loan. 

The Arizona statute (§ 62-522 Arizona Code) which was claimed to 
invalidate the field warehousing arrangement provides as follows: 


“Chattel mortgage of merchant’s stock void—A mortgage, deed of 
trust or any other form of lien attempted to be given by the owner 
of a stock of goods, wares or merchandise daily exposed to sale, in parcels, 
in the regular course of the business of such merchandise, and com- 
templating a continuance of possession of said goods and control of said 
business, by sale of said goods by said owner, shall be deemed fraudulent 
and void.” 

Upholding the field warehousing arrangement the court stated: 

“. . . We see in this statute no express prohibition of the commercial 
practice of field warehousing. Consult 42 Columbia Law Review 991. 
If a field warehousing arrangement is conceived in good faith and carried 
on with the proper safeguards, possession and control of the property 
are not with the owner, but are transferred to the warehousing company. 
The fact that the purpose of the arrangement is to obtain financing 
rather than storage does not in itself nullify the plan. . . . There are no 
reported Arizona cases which either sanction or condemn this means of 
financing. Our investigation has yielded an expression by the Arizona 
Supreme Court on a somewhat analogous situation, however. . . .” 





FEDERAL RESERVE BOARD RULINGS 


FRB Corrects Tradedn Abuses Under 
Regulation W 


Regulation W (consumer credit) permits trade-ins to be 
counted as part of the down payment required under the Regu- 
lation. On September 10, 1951 the Federal Reserve Board 
issued an interpretative statement stressing that trade-in al- 
lowances cannot be counted against the down payment require- 
ments except to the extent that it reflects a bona fide trade in 
or exchange of property having value that bears a reasonable 
relationship to the amount credited. 


The interpretation of Regulation W is as follows: 


“Since the amendment to Regulation W which was made following 
the amendment of the Defense Production Act, and which became 
effective July 31, 1951, questions have been received concerning trade- 
ins in connection with the installment sale of listed articles, particularly 
articles listed in Groups B, C and D, of the supplement to the Regulation. 


“It should be noted that the new provisions of the statute and the 
Regulation do not repeal the requirement that a down payment must 
be obtained. Two provisions of the Regulation are of special importance 
here. One is Section 6 (c) (38) which requires that a trade-in be de- 
scribed in the registrant’s records and that the registrant set out ‘the 
monetary value assigned thereto in good faith. The other is Section 
8 (j) (7) which requires that ‘any rebate or sales discount’ be deducted 
in calculating the ‘cash price’ of the listed article, and that the required 
down payment be determined on the basis of the ‘cash price . . . net 
of any rebate or sales discount.’ 


“The provisions of the statute and Regulation, especially those quoted 
above, prohibit certain practices which would attempt to use fictitious 
trade-in allowances to evade the down payment requirements. This is 
true even though the Regulation does not necessarily require that trade- 
in allowances counted against down payments be limited to the actual 
market value of the trade-in or to the amount for which the registrant 
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expects to be able to sell it. Some of the more important principles 
forbidding fictitious trade-in allowances are indicated below. 

“1, It is evident that a transaction would involve a rebate or sales 
discount rather than a trade-in where the registrant in fact did not 
receive delivery and possession of the property for which a so-called 
trade-in allowance was granted. In such a case an actual trade-in has 
not occurred, and labelling the transaction as a ‘trade-in’ will not 
change its essential characteristic as a mere rebate or discount. The 
registrant has received nothing in part payment by virtue of the so- 
called trade-in and has merely reduced the price of the article sold. 
Accordingly, the required down payment would have to be obtained on 
the basis of the ‘cash price’ of the article net of such reduction. 

“2. A transaction would similarly conflict with the requirements of 
the Regulation where there was applied against the required down pay- 
ment a so-called trade-in allowance in substantial amount for property 
having a value that was nominal or negligible, or that bore no reasonable 
relationship to the so-called allowance. Among transactions that would 
thus conflict would be many made on the basis of a substantial uniform 
allowance for all so-called trade-ins irrespective of their make, model, 
or condition. 

“3. A trade-in could not be counted as a down payment to the 
extent that there had been any offsetting increase in the price of the 
article being sold. The price to be used as a standard here would be 
the actual value at which the registrant at the time is selling the same 
or like articles with an all-cash down payment or on a comparable basis; 
that price might, of course, be lower than the ‘list’ price. 

“4. From the foregoing it may be noted that a trade-in allowance 
cannot be counted against the down payment required under the Regu- 
lation except to the extent that it reflects a bona fide trade-in or exchange 
of property. The Regulation does not prevent a registrant from giving 
rebates or discounts, or from calling them anything he may like; but 
no matter what he may choose to call them for his own purposes, they 
obviously cannot take the place of the down payment required by the 
Regulation and cannot excuse the registrant from the requirement that 
he actually obtain the required down payment. In other words, a 
registrant -is entirely free to give any trade-in allowances, rebates, or 
discounts that he desires; but such allowances, rebates, or discounts 
cannot be used as a cloak to conceal evasions of the down payment 
requirements of the Regulation contrary to the principles here set out. 

“5. Under Section 8 (a) of the Regulation the registrant is required 
in any given case to keep such records as are relevant to establishing 
that his treatment of an allowance as a trade-in or exchange in payment 
or part payment of the required down payment is in conformity with 
the foregoing and with the requirements of the Regulation.” 
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Member Bank Reserves 


Cash Collateral Accounts 


The Board of Governors has been asked to rule upon the question 
whether so-called “cash collateral accounts” held by member banks 
against outstanding commercial letters of credit providing for the draw- 
ing of sight drafts should be considered deposits for purposes of reserve 
requirements under section 19 of the Federal Reserve Act. The Board 
is authorized to define demand and time deposits for the purposes of 
this section. 

In a typical case, it is understood that, in connection with the issuance 
of a commercial letter of credit by a member bank and its customer’s 
obligation to place the bank in funds to meet drafts drawn under the 
letter, a separate account in the name of the customer, known as a “cash 
collateral account,” is set up on the books of the member bank, either 
through transfer of funds from another account or a deposit of cash, in 
an amount equal to all or some portion of the maximum authorized 
amount of the letter of credit; that, as drafts are drawn under the letter 
of credit and presented to the bank for payment, the amounts of such 
drafts are charged to such account; and that, after termination of the 
letter of credit, any balance remaining in the account is paid or credited 
to the customer. 

After careful consideration of all aspects of this matter, it is the 
Board’s view that, for purposes of reserve requirements under section 19 
of the Federal Reserve Act, such a cash collateral account should be 
considered a deposit against which a member bank is required to main- 
tain reserves. 

Since 1922, the Board has applied the general principle that “all funds 
received by a bank in the course of its commercial or fiduciary business 
must be treated either as deposits against which reserves must be carried, 
or as trust funds subject to the ordinary restrictions and safeguards 
imposed upon the custody and use of trust funds.” (1922 BuLietin 572) 
This general principle, of course, was not intended, nor has it been 
construed, to mean that funds received by a bank in payment of a 
liability to the bank are to be treated as deposits. In the present case, 
funds held in the cash collateral accounts in question are not segregated 
but are mingled with the bank’s other cash assets and used in the course 
of its business. It has been contended, however, that such funds should 
not be treated as deposits for reserve purposes because they constitute 
a prepayment of the customer’s liability to place the bank in funds with 
which to pay drafts subsequently drawn and presented for payment 
under the letter of credit. 


Funds received by a bank in payment or pre-payment of a customer’s 
liability do not, of course, give rise to a deposit where the customer’s 
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liability to the bank is in fact simultaneously reduced at the time of the 
receipt of such funds. For example, no deposit arises when funds are 
received by a bank from its customer and are used at the time of receipt 
to reduce the customer’s obligation on an instalment loan or to reduce 
the customer’s obligation to place the bank in funds with which to meet 
executed and outstanding acceptances at their maturity. 

In such cases, however, the amount of the customer’s liability is 
definitely known. This is not the case where a cash collateral account 
is set up to meet drafts drawn under an outstanding letter of credit. 
It is true, of course, that the maximum potential amount of the drafts 
which may be drawn under the letter is known; but the amount, if any, 
of drafts that will be drawn and presented to the bank under the letter 
cannot be determined. In such circumstances, funds in the cash collateral 
account cannot properly be considered a prepayment of the customer’s 
liability. 

Until such time as the customer’s cash collateral account has been 
completely used in reimbursing the bank for drafts paid by it, the bank 
‘remains liable to return the unused cash collateral to the customer in 
the event that the unused portion of the letter of credit is canceled. 
In other words, the bank becomes and remains liable to return to the 
customer the whole or part of the cash collateral deposited by him and 


mingled by the bank with its other cash assets. This is also true, of 
course, of cash received from customers for letters of credit sold for cash, 
which are specifically included in the definition of demand deposits set 
forth in Regulation D. 


RECENT BANKING RULINGS 


Georgia. 


Governor Talmadge has ruled that Georgia banks must 
handle State checks at par. 


North Dakota. 


The Attorney-General of North Dakota has ruled that 
counties may deposit their funds in State banks provided 
the bank pledges securities to secure the deposits. 





TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills 
estates, descent, distribution and corporate fiduciaries 


Massachusetts Apportionment Statute Unconstitutional Where 
Prior Court Decree of Apportionment 


Weingartner v. Town of North Wales, Massachusetts Supreme Judicial Court, 
September 26, 1951 


State statutes. providing for the apportionment of estate and in- 
heritance taxes among the various legatees are frequently retroactive 
in effect; that is to say they apply to estate in process of administra- 
tion and not merely to estates of decedents who die prior to their 
enactment. This frequently means, eespecially when the period of 
administration is protracted, that an executor will be frequently obliged 
to reapportion according to a newly enacted apportionment law. Such 
retroactive apportionment statutes are generally held valid. See for 
example Merchant's National Bank v. Merchants National Bank, 318 
Mass. 563. 

A question has recently arisen in Massachusetts whether such a 
statute could require the reapportionment of taxes where the executor 
having sufficient funds to reapportion at will, had already obtained a 
court decree directing apportionment according to the old statute. 
The court here decided that such a statute was unconstitutional as 
applied to this case since both the state and federal constitutions 
prohibit the legislature from revoking or vacating a final decree of a 
court. 


, Wills—Construction of Gift to “My Husband” 


Stothus v. Fliegler, New Jersey Superior Court, Chancery Division, 
80 Atl. Rep. (2d) 583 


The testatrix gave the residue of her estate “to my husband, Charles 
Fliegler.” Fliegler had never been validly divorced from his first wife 
and therefore was not married to the testatrix. The court held the 
words “my husband” were descriptive language and that the intention 
of the testatrix was to bequeathe her property to Fliegler. 
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Diligent Executor Fails to Get G. I.’s Back Pay 


Keown v. United States, U. S. Court of Appeals, Eighth Circuit 
September 13, 1951 
The executor of the estate of a deceased soldier sued the Federal 
Government for back pay due at the time of the soldier’s death. The 
Government had already paid these amounts to the soldier’s estranged 
but not legally separated widow. The question was whether such pay- 
ment to the widow discharged the Government’s debt. 


The statute provides: 

“In the settlement of the accounts of deceased officers or enlisted 
persons of the Army, where no demand is presented by a duly ap- 
pointed legal representative of the estate, the accounting officers may 
allow the amount found due to the decedent’s widow, widower, or legal 
heirs in the following order of precedence: First, to the widow or 
widower...” 

The proceedings to probate the will were pending at the time the 
Government made payment to the widow. Moreover, notice had been 
given the General Accounting Office of the claim and the fact of the 
executor’s pending appointment. The court held, however, that the 
Government was protected and discharged by payment to the widow 
since no demand had been presented by a “duly appointed legal repre- 
sentative of the estate” before payment was made to the widow. 


Prenuptial Contract Bars Right of Surviving Spouse 


Estate of Johnson, Kansas Supreme Court, 170 Kansas Reports 308 


The Supreme Court of Kansas holds that the right of a surviving 
spouse to inherit from a deceased spouse may be released or limited 
by a prenuptial contract which unmistakably indicates the intention 
of the parties. 


Proof of Will—Testimony of All Witnesses Required 


Moore v. Moore, Nebraska Supreme Court, 154 Nebraska Reports 690 


In order to establish a prima facie case in a contested proceeding 
a proponent of a Nebraska will must produce all witnesses to the will 
who are available. If one witness to the will turns “hostile” and 
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testifies for the contestants it appears under the court’s holding that 
the proponent could not make out a case except by proving the will 
from extrinsic circumstances—a very difficult feat in most cases. 

Witnesses should be chosen carefully. The office boy is far better 
than relatives of the testator. Those mentioned in the will are in- 
eligible as witnesses; those not mentioned in the will are frequently 
hostile to the will. 


Divorce of Testator As Implied Revocation of Will 


Ireland v. Terwilliger, Florida Supreme Court, August 21, 1951 


A divorce and property settlement under a separation agreement 
was held not to revoke a bequest made in a prior will of the testatrix 
to her former husband. The rule of this case was changed in Florida 
by Ch. 26,914 of the 1951 Laws as to wills admitted to probate after 
June 11, 1951. 


Executor’s Compensation Controlled By Will 


Estate of Hillman, New York Surrogate’s Court, 126 N. Y. L. J. 433 


The decedent’s will provided for the appointment of his son and a 
corporate fiduciary as executors and trustees of his estate upon the 
condition that neither was to receive commissions in excess of 1% of 
principal and 1% of income. The son predeceased the testator. On 
the testator’s death there was objection to the probate of the will and 
the corporate fiduciary was appointed temporary administrator. Later 
when the will was allowed the corporate fiduciary was appointed sole 
executor. The court held that under the terms of the will the corporate 
fiduciary was restricted to the stipulated compensation and was not 
entitled regular commissions for its short tenure as temporary ad- 
ministrator. 


Time of Determining Investment Powers 


In re Yates, Wisconsin Supreme Court, June 15, 1951 


A will providing that the trustee might invest “only in securities 
authorized by the state of Wisconsin,” refers to the laws in effect at 
the time the investments are made by the trustee. 





TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes on banks, 
trusts, estates and gifts 


Jointly Owned War Savings Bonds Subject to Inheritance Taxes 


Estate of Rummel, South Dakota Supreme Court, October 2, 1951 


The decedent had purchased war savings bonds payable either to 
himself or his brother. Decedent had retained exclusive possession 
of the bonds until his death. The court held that the bonds were 
subject to inheritance taxes as transfers taking effect in possession 
and enjoyment at death. 

The court explained its decision: ‘Federal regulations provide that 
upon the death of one of the alternate payees the bonds may be paid 
to the survivor or may be reissued and registered in the name of the 
surviving co-owner. Title 31, § 315.11, Book 3, Part 1, Code of Federal 
Regulations, 1940 Supplement. The tax imposed by the statute is 
upon the transfer of possession and enjoyment of property. The bonds 
were purchased by decedent with his own funds and they remained in 
his exclusive possession until his death. He had the right to cash them 
at any time without the consent of the beneficiaries neither did the bene- 
ficiaries have any legal claim to the possession of the bonds before the 
death of the donor. The transfer of the right to possession and enjoy- 
ment of the bonds took effect upon the death of the donor. In re Myers’ 
Estate, 359 Pa. 577, 60 A. 2d 50; State Board of Equalization v. Cole, 
122 Mont. 9, 195 P. 2d 989; Mitchell v. Carson, 186 Tenn. 228, 209 
S. W. 2d 20.” 


Bank’s Certificate of Deposit for Public Funds Not Excess Profits 
Borrowed Capital 


Capital National Bank of Sacramento v. Commissioner, U. S. Tax Court, 
16 T. C. No. 146 


The original view of the Tax Court was that time certificates of 
deposit issued by a bank were borrowed capital which a bank might 
use in computing its excess profits tax credit. Ames Trust and Savings 
Bank, 12 T. C. 770, but the Federal court of appeals reversed. The 
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Tax Court followed the view of the federal court in National, Bank 
of Commerce, 16 T. C., ‘April 13, 1951. In the reported case the Tax 
Court refused to go back to its earlier ruling even in a case where state 
law required the bank to pledge security for the deposits: 

“Petitioner argues that the certificates of deposit which it issued 
to the state and county treasurers present a stronger case for inclusion 
as borrowed capital under section 719 (a) (1) than do the certificates 
issued to private depositors because, under the laws of California, 
petitioner was required to pledge security for the deposits by the state 
and county treasurers which were evidenced by the certificates. We 
are unable to find any merit in this argument. 

Both classes of certificates of deposit were issued in the identical 
form. The fact that petitioner-bank was required to pledge security 
for the deposits made by the state and county treasurers does not 
change their nature as deposits and make them borrowed capital under 
section 719 (a) (1). This requirement merely establishes some prefer- 
ence in favor of the deposits of the state and county treasurers. The 
rationale of Commissioner v. Ames Trust and Savings Bank, supra, 
is no less applicable to the certificates of deposit issued to the state and 
county treasurers than it is to those issued to private depositors. In 
fact, under state law, a deposit made by the state or county treasurers 
is deemed to have been made in the state or county treasury, and the 
issuance of the certificates is required as evidence of the deposit.” 


Estate Tax—Protection of U. S. Banks Transferring Funds of Non- 
resident Alien 


Bureau Ruling, August 2, 1951, C. C. H. 1951 Federal Estate and Gift Tax 
Reports, par. 8015 


The Bureau has ruled that a bank or trust company will not incur 
any estate tax liability for the transfer of moneys on deposit (within 
the meaning of section 863(b) of the Internal Revenue Code) of a 
nonresident alien decedent if the bank first receives an affidavit or state- 
ment from a responsible person in possession of the pertinent facts that 
the decedent owned no property situated in the United States, that 
he was not engaged in business in this country at the time of his death, 
and the bank has no information to the contrary. 

The ruling goes on to state: 


“Your attention is again invited to the fact the representative of 
the estate of the non-resident decedent has the burden of proving all 
facts necessary to establish the right to the exemption provided under 
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section 863 (b) of the Internal Revenue Code. If any doubt exists 
as to whether the funds of the decedent constitute “moneys deposited” 
within the meaning of section 863 (b), the bank can insure avoidance 
of liability for the tax only by demanding and receiving transfer certi- 
ficates prior to the transfer of such funds.” 


The ruling is applicable to estates of persons dying before October 
22, 1942 and brings the law as to those estates into accord with that 
of non-resident aliens dying thereafter. 


Estate Tax: Power of Appointment Subject to Six Months Sur- 
vivorship Condition Qualifies for Marital Deduction 


Treasury Decision T. D. 5857 


The Treasury has ruled that property passing from a decedent in 
trust with the income for life and a general power of appointment over 
the corpus to the surviving spouse is not disqualified for the marital de- 
duction because the exercise of the power is made subject to a con- 
dition that the surviving spouse does not die in a common disaster 
with the decedent or six months after the death of the decedent. 


Period of Administration of Estate for Federal Income Tax Referred 
to State Law 


Estate of Hyland, U. S. Tax Court, 10 T. C. M. No. 22289 


E. J. Hyland died testate February 3, 1987. His will was admitted 
to probate. Petitioner herein and her sister, since deceased, qualified 
and were issued letters testamentary by the Probate Department, Circuit 
Court of Multnomah County, Oregon, as executrices of his estate. 
Decedent’s will provided for a trust to be established. Beneficiaries 
were certain designated relatives and their children. The executrices 
were to be trustees following their qualification and appointment as 
such. At the time of. decedent’s death, the cash and personal property 
on hand were insufficient to pay his personal obligations and other 
claims outstanding against the estate. The solvency of the estate was 
maintained only through the forbearance of the creditors. Two pieces 
of real property in the City of Portland were included in the assets 
of the estate. As a result of selling one piece of property and refinancing 
the other, the estate was placed on a solvent basis in December, 1944. 
Immediately thereafter the process of satisfying all claims outstanding 
against the estate was begun. By January 15, 19465, all of the claims 
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had been settled except that of the State of Oregon for inheritance 
taxes. This claim was paid on November 13, 1945. Thereafter there 
remained only the indebtedness against the mortgaged property, the 
attorneys’ and executrices’ fees, and various current expenses. These 
were paid from time to time during the taxable year. 


The Government claimed on the basis of these facts that the estate 
was no longer in the process of administration in 1945 and that there- 
fore the income of the estate was trust income distributable and there- 
fore taxable to the beneficiaries. 


Holding that the estate was still in the process of administration 
the court relied heavily on state law as to when administration ceases: 


“Whether the estate was in the process of administration through- 
out 1945 is purely a question of fact. And all the evidence of record 
before us indicates that it was. From the time they qualified and 
were appointed as executrices, petitioner and her sister were under the 
jurisdiction and control of the Probate Department of the Circuit Court 
of Multnomah County, Oregon. 2 O. C. L. A. 13-206, 13-501; In re 
Norman’s Estate, 159 Or. 197, 78 P. 2d 346; In re Workman’s Estate, 
156 Or. 333, 65 P. 2d 1395, 68 P. 2d 479; see, also, In re Roach’s Estate, 
50 Or. 179, 92 P. 118. No service as testamentary trustees was expected 
of them until they had performed their obligation as executrices and 
secured an order of the Probate Court permitting them to distribute 
the property to themselves as trustees. In re McDermid’s Estate, 109 
Or. 633, 222 P. 295. And they must qualify as trustee before they can 
exonerate themselves as executrices. Roach’s Estate, supra. Then and 
not until then could their duties as trustees begin. Bellinger v. Thomp- 
son, 26 Or. 320, 37 P. 714; 26 Or. 320, 40 P. 229.” 


Gift Tax: Exclusion Denied Future Interest 


Stifel v. Commissioner, U. S. Tax Court, 17 T. C. No. 71 


Taxpayer established irrevocable trusts for his three minor children. 
Under the terms of the trusts the income was to be disbursed within 
the discretion of corporate trustee. However, the children were given 
power to terminate the trusts at any time by their act alone or through 
a guardian if appointed. No guardian was appointed, no income had 
been paid to the children, and the taxpayer was well able to support 
his children. The court held that the gift in trust was of a future 
interest and the taxpayer was for that reason denied the $3,000 annual 
exclusion for federal gift tax purposes. 
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Refusing to give effect to the provision giving the children power 
to terminate the trusts the Court stated: 

“To the extent that the income and principal was to be disbursed 
or retained within the discretion of the trustee, the transfers were of 
future interests under the decided cases. . . . The question for decision 
is whether the transfers were of present interests by reason of the pro- 
vision that the beneficiary in each case “shall have the right (which 
may be exercised during her minority by her general guardian, if any, 
or by any special guardian appointed for such purpose .. .) at any 
time to terminate this trust either in whole or in part, and during 
minority to demand payment of all or any part of any unexpended 
income” and receive the income or principal or both. No guardian has 
ever been appointed for any of the children. The petitioner had more 
than ample funds to support his children and none of the trust income 
or principal has been disbursed by the trustee. The petitioner not only 
knew there was no guardian in existence or in contemplation, but also 
that there was no present reason for or likelihood of the exercise of any 
right to terminate the trust or demand income as it might later accumu- 
late. He must have anticipated that there would necessarily be a 
substantial lapse of time before any occasion to terminate the trust 
or to demand the accumulated income would arise. His real intent as 


shown by the instrument and the surrounding circumstances controls.” 


Annuity Proceeds Not Exempt from California Inheritance Taxes 


In re Barr’s Estate, California District Court of Appeal, 231 Pac. Rep. (2d) 876 


The proceeds of an annuity contract paid on the death of the 
annuitant to the annuitant’s named beneficiary was held not to be 


msurance proceeds and as such exempt from California Inheritance 
Taxes. 





INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 


Savings Banks and 
Equity Investments 
LLIOT V. BELL, former New 
York State Superintendent of 
Banking, is of the opinion that 
Savings Banks in the Empire State 
should be permitted to invest in 
equity securities. Mr. Bell points 
out that the assets of life insurance 
companies, savings and loan asso- 
ciations, and mutual savings banks 
have grown enormously in the past 
ten years and will continue to grow 
apace. These institutions are now 
receiving, for safeguarding and in- 
vesting, roughly $7 billion a year. 
‘At one time, it may be recalled, 
the total assets of all savings banks 
—accumulated through a hundred 
years of thrift—did not exceed this 
$7 billion which is now being chan- 
neled by individual investors to 
the three main types of savings 
institutions. 

The former banking official de- 
clares that “changes of this magni- 
tude cannot be met by clinging 
rigidly to the patterns of the past.” 
A broadening of investment areas, 
he observes, is necessary to cope 
with the spectacular increase in the 
volume of savings reaching thrift 
institutions. 

The concept of limited invest- 
ment in common stocks for savings 
banks is not a new idea. Eleven 
out of seventeen mutual savings 
banks states permit mutual sav- 
ings banks to hold common stocks 
of one type or another. And it is 


in the New England area, gener- 
ally regarded as the most con- 
servative, where the initiative in 
this matter has been displayed. All 
six of the New England states per- 
mit their savings banks to have 
some common stock investments— 
usually, stocks of commercial 
banks. In New Hampshire, sav- 
ings banks are now authorized to 
purchase mutual investment trust 
shares up to 5 per cent of deposits. 
In 1950, the Massachusetts law 
was broadened to permit invest- 
ment in stock of banks outside the 
Commonwealth. This year, Penn- 
sylvania authorized her savings 
banks to purchase shares of com- 
mercial banks. 

Principal arguments in favor of 
common stock investment by sav- 
ings banks are that they will pro- 
vide more diversification in the in- 
vestment portfolio and can improve 
earnings; higher earnings, of course, 
could permit higher dividends. On 
the other hand, the main argument 
cited against vesting the savings 
banks with the power to acquire 
common stock is the possible en- 
couragement of a speculative atti- 
tude on the part of savings 
bankers. 

With respect to the higher re- 
turn afforded by equity securities, 
it is noted that the average yield 
on dividend paying common stock 
regularly traded on the New York 
Stock Exchange was 5.9 per cent 
for the period 1900-1950; for the 
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same span of years, the average 
yield on _ high-grade corporate 
bonds was 4.25 per cent. At the 
present time, as Mr. Bell observes, 
the spread is substantially higher. 


According to Mr. Bell, savings 
banks, fiduciaries and insurance 
companies should follow a policy 
of purchasing equities strictly on 
a yield basis, without thought of 
capital gains. These equities should 
be restricted to seasoned, dividend- 
paying stocks, and they should be 
regarded as more or less permanent 
holdings to ride through both bull 
and bear markets. If such a course 
is pursued, he maintains, the dif- 
ference in yield over a period of 
years outweighs any factor of risk 
as between common stocks and 
bonds. In this connection, the for- 
mer banking official cites the fol- 
lowing illustration. Assuming that 
$1 million were invested in 3 per 
cent bonds, the principal and com- 
pounded interest after twenty years 
would amount to a total of $1,- 
814,000. However, if the million 
dollars were invested in common 
stock yielding 5 per cent, in twenty 
years the capital sum would have 
grown to $2,665,000—a difference 
of $851,000 in favor of the return 
on the stock. Mr. Bell makes it 
plain that an investment program 
should be confined to high-grade 
listed stocks of leading American 
corporations having established 
dividend records. 

Mr. Bell feels that it is unwise 
and inappropriate to restrict, to 
fixed obligations, the investment of 
the vast amount of funds flowing 
into savings institutions. Pointing 
to the need of American industry 
for equity capital, he explains that 
the excessively high income tax 
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levied upon large individual in- 
comes means that wealthy inves- 
tors can no longer supply the ex- 
ternal financing required. In large 
measure, he states, such venture 
capital must come from the savings 
of the many, as they are chan- 
neled through our major thrift in- 
stitutions. And if this is not done, 
he remarks, the flow of equity 
money may be found inadequate 
to meet the requirements of Ameri- 
can industry. We have left behind, 
Mr. Bell observes, the times when 
a relatively small group of wealthy 
people supplied the equity capital 
for industry, while banks and in- 
surance companies supplied the 
funded capital; as our national in- 
come is more widely diffused, it is 
essential that more venture money 
come from people of small means. 


As far as the precise limitations 
on the purchase of equities by sav- 
ings banks are concerned, Mr. Bell 
is confident that they can be 
worked out by consultation of the 
Investment Committee of the Sav- 
ings Banks ‘Association of the State 
of New York, the New York State 
Superintendent of Banks, and the 
New York State Legislature. As 
one important restriction, he rec- 
ommends that a limit be placed on 
the amount of common stocks that 
a savings bank might hold, as well 
as a proportion of that total that 
might be put into any one com- 
pany. Another proposed restric- 
tion is the imposition of minimum 
standards of quality; in the case of 
bank stocks, this might take the 
form of requiring the investment 
to be limited to shares of Federal 
Reserve member banks; in the 
case of other stocks, listing on a 
registered Securities Exchange 
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would be essential; all common 
stocks should have _ established 
dividend records. 


As a final requisite, Mr. Bell 
feels that the Superintendent of 
Banking should be given clear au- 
thority “to clip the wings of any 
savings banker who starts to fancy 
himself as a trader and tries to 
deal in stocks for speculative gains 
rather than to invest for yields.” 


Trust Department Operations 

A recent Monthly Review of the 
Federal Reserve Bank of Boston 
comments on the operations of 
trust departments of selected com- 
mercial banks in the New England 
area. With the active cooperation 
of these banks, the Federal Reserve 
Bank of Boston has, for the past 
four years, made surveys of trust 
department income and expense to 
provide data which individual trust 


departments may use in compar- 
ing their performance with that of 


others. The 1950 survey covered 
forty-eight banks which had cus- 
tody of assets valued, on their 
books, of over $5,250,000,000 and 
which produced trust department 
income of $15,700,000. 

According to the Monthly Let- 
ter, in 1950, the typical trust de- 
partment obtained 48 per cent of 
its operating income from personal 
trusts and guardianships, 23.6 per 
cent from personal agencies, 22.2 
per cent from estates, and 6.2 per 
cent from corporate trust and 
agency accounts. Some trust de- 
partments, it is observed, deviated 
quite widely from the typical pat- 
tern of income sources. In general, 


however, corporate accounts were. 


most important in the larger trust 
departments while estates tended 
to be relatively more important in 
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the smaller ones. The proportion 
of income received from personal 
trusts and agencies showed no 
clear tendency to correlate with 
the size of the department. 


With respect to thirty-nine com- 
parable trust departments, income 
increased an average of 11.1 per 
cent, although individual banks 
exhibited a wide dispersion around 
this average. With respect to indi- 
vidual bank performance, changes 
in income ranged from an increase 
of 133.4 per cent in one case to a 
decrease of 38.5 per cent in 
another. 


Total expenses, according to the 
survey, rose 5.7% in the typical 
trust department. One bank, how- 
ever, experienced an increase in 
costs of 29.3 per cent while, at the 
other end of the ladder, the ex- 
penses of another trust department 
decreased 11.6 per cent. 


The survey also discloses that 
twenty-five of the thirty-nine banks 
had higher net earnings in 1950 
than in 1949. Net earnings aver- 
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aged 40 per cent higher among the 
thirty-nine trust departments, al- 
though there was again a wide 
variation in individual experience. 
Medium-sized trust departments 
generally showed the greatest year- 
to-year increase in net earnings, 
while many of the small trust de- 
partments had lower net earnings. 

With respect to all trust depart- 
ments which reported both per- 
sonal and corporate account ac- 
tivities, thirty-seven out of forty- 
six had a net profit in 1950, and 
the average net earnings to income 
ratio was 11.1 per cent. Net earn- 
ings in individual trust depart- 
ments, however, departed consid- 
erably from the average and ranged 
from a net profit of 38.8 per cent 
to a net loss of 42.9 per cent. 

As in past surveys, it is noted, 
the smaller trust departments 
showed the widest ranges in net 
earnings ratios. Such smaller trust 
departments generally have an un- 
even flow of income because of 
their smaller number of accounts 
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and because of their greater re- 
liance on estate accounts. Conse- 
quently, the smaller trust depart- 
ments find it difficult to maintain 
earnings at a steady and profitable 
level each year. 


The finding of greatest interest 
from the separate analysis of cor- 
porate and personal account activi- 
ties was the increased profitable- 
ness of corporate activities in 
1950. While about half the banks 
reporting corporate activities ex- 
perienced a loss in these accounts 
in both 1948 and 1949, every one 
of the nine banks making a de- 
tailed analysis of corporate ac- 
counts in 1950 showed a profit. 


Net earnings of the nine depart- 
ments averaged 18.1 per cent of 
operating income. Average net 
earnings of thirty-two trust de- 
partments from personal accounts 
were 12.5 per cent of income. Six 
of the thirty-two banks which re- 
ported personal account activities 
separately had a net operating loss 
in 1950. 


BANKING BOOKS? 


Sad for our complete 
catalogue 


Bankers Publishing Company 
465 Main Street 
CAMBRIDGE 42, MASS. 

















“*, .- Nearly nine out of 


each ten of our employees 
are... participating in 
the Payroll Savings Plan.” 


E. J. HANLEY 
President, Allegheny Ludlum Steel Corporation 


“Systematic Savings offer the surest means of future security 
and we know of no better systematic savings plan than that 
afforded by payroll deduction purchases of U.S. Defense Bonds. 
Nearly nine out of each ten of our employees are helping 
their country while they save by participating in this plan? 


There are three easily understood rea- 
sons why 88% of Allegheny Ludlum’s 
14,378 employees are enrolled in the 
Payroll Savings Plan: 


e the recognition by Mr. Hanley and 
his associates of the Payroll Savings 
Plan as a major contribution to Ameri- 
ca’s Defense effort . . . an important, 
stabilizing factor in our national econ- 
omy ...a road to personal security for 
Allegheny Ludlum employees. 

e Allegheny Ludlum’s person-to-person 
canvass of employees, which put an ap- 
plication blank for the Payroll Savings 
Plan in the hands of every man and 


The U.S. Government does not pay for this advertising. The Treasury De- 
partment thanks, for their patriotic donation, the Advertising Council and 


woman on the company payroll. 


e the patriotism and sound sense of the 
Allegheny Ludlum employees who 
know that every dollar they invest each 
month in U.S. Defense Bonds is a 
double duty dollar—it helps to keep 
America strong .. . it builds personal 
security for the employee. 

Phone, wire or write today to Savings 
Bond Division, U.S. Treasury Depart- 
ment, Suite 700, Washington Building, 
Washington, D. C. for the assistance 
you may need to place your company 
among those that have 60, 70, 80% — 
participation in the Plan That Protects. 
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Major General William F Dean. of 
Berkeley. California—Medal of Honor. In the hard early days of the 
Korean War, when it was Red armor against American rifles. General 
Dean chose to fight in the most seriously threatened parts of the line with 
his men. At Taejon. just before his position was overrun, he was last seen 
hurling hand grenades defiantly at tanks. 

General William Dean knew in his heart that it’s every man’s duty to 
defend America. You know it, too. The General’s job was in Korea and 
he did it superbly well. Your defense job is here at home. And one of the 
best ways to do that job is to start right now buying your full share of 
United States Defense* Bonds. For remember, your Defense Bonds help 
keep America strong. And only through America’s strength can your 
nation...and your family...and you...have a life of security. 

Defense is your job, too. For the sake of all our servicemen. for your 
own sake, help make this land so powerful that no American again may 
have to die in war. Buy United States Defense* Bonds now—for peace! 





Remember when you’re buying’ where you work, or the Bond-A- 
bonds for defense, you’re also Month Plan where you bank. For 
building personal cash savings. your country’s security, and your 
So join the Payroll Savings Plan own, buy U. S. Defense Bonds! 


*ULS. Savings Bonds are Defense Bonds - Buy them regularly! 


The U.S.Government does not pay for this advertisement. It is donated by this publi- 
cation in cooperation with the Advertising Council and the Magazine Publishers of 
America as a public service. 
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